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SUMMARY OF DIRECT TESTIMONY OF J. ROBERT MALKO

PLEASE SUMMARIZE THE PRIMARY CONCLUSIONS OF YOUR DIRECT

TESTIMONY.

The primary conclusions of my direct testimony are:

N A general framework for assessing stranded costs in the context of
corporate restructurings in the electric utility industry from a public policy
perspective has been proposed.

2) Fairess and efficiency considerations need to be addressed and balanced
when developing a risk sharing proposal concerning the calculations and
collection (allocation) of electricity generation stranded costs between
customers and investors.

3) Mr. Kevin Higgins’ proposal shares risks between customers and investors
concerning the treatment of stranded costs by reasonably addressing

fairness and efficiency considerations.
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DIRECT TESTIMONY OF J. ROBERT MALKO

INTRODUCTION AND WITNESS QUALIFICATION

PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.
My name is J. Robert Malko. I am a Professor of Finance for the College of
Business at Utah State University located in Logan, Utah. My business

consulting address is 245 North Alta Street, Salt Lake City, Utah 84103.

WOULD YOU PLEASE DESCRIBE YOUR QUALIFICATIONS?

Yes. Ireceived my Bachelor’s degree, cum laude, in economics and mathematics
from Loyola College in Raltimore, Maryland. I received my Master’s and
Doctorate degrees in economics from the Krannert Graduate School of
Management at Purdue University in Lafayette, Indiana. I have taken graduate
courses in business finance at the University of Wisconsin at Madison and
accounting courses at lllinois State University in Normal, Illinois. I was also a
Visiting Scholar in industrial engineering at Stanford University in Palo Alto,

California.

At Utah State University, I teach the following undergraduate level and graduate
level courses: Principles of Corporate Finance, Investments, Case Studies in

Finance, and Managerial Economics. Besides my current position with Utah
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State University, [ have been on the faculties at [Ilinois Wesleyan University and
[llinois State University. I have also presented guest lectures concerning energy
utility issues at the University of Wisconsin at Madison, Stanford University, .

Michigan State University, University of California-Berkeley, and University of

Utah.

I served during the period, 1975-1977, as the Chief Economist for the Public
Service Commission of Wisconsin (PSCW). During this time, I also served as
Chair and Vice Chair of the National Association of Regulatory Utility
Commissioners (NARUC) Staff Subcommittee on Economics. From 1977 to
1981, I was Project Manager and then Program Manager for the Electric Utility

Rate Design Study. This study was prepared for NARUC and housed at the

Electric Power Research Institute (EPRI) in Palo Alto, California. From 1981 to
1986, I returned to the position of Chief Economist with the PSCW. In 1981-
1982, I was the Senior Staff Advisor to the NARUC Ad Hoc Committee on
Utility Diversification. I assisted the committee in the preparation and publication
of its “Final Report” in 1982. I also served as the Vice Chair of the NARUC Staff

Subcommittee on Economics and Finance during this time period.

I have written or co-authored approximately 1235 articles on energy utility
economic and finance issues. During 1994 and 1995, I co-edited two books

entitled Electric Utilities Moving Into the 21* Century and Reinventing Electric

Utility Regulation published by Public Utilities Reports, Inc. 1 have also

o



10

11

12

14

15

16

17

18

19

20

(L8]
o

addressed scveral national conferences. [ am a member of the American Finance
Association, the American Economic Association, the Financial Management
Association, and the Council on Economic Regulation. I am a past President of
the Society of Utility and Regulatory Financial Analysts (SURFA), and I have
served on its Advisory Council. I am a past Chair of the Transportation and
Public Utilities Group of the American Economic Association, and I have served
on its Executive Committee. I am a member of the Advisory Council of the
Center for Public Utilities at New Mexico State University, and I serve on the

Board of Directors at the National Regulatory Research Institute (NRRI).

I have testified on behalf of state regulatory commissions, state offices of
consumer counsel, energy utilities, and customer groups before the following
regulatory agencies: the Arizona Corporation Commission, the Connecticut
Public Utilities Control Authority, the Federal Energy Regulatory Commission,
the Hawaii Public Utilities Commission, the Illinois Commerce Commission, the
Maryland Public Service Commission, the Nevada Public Service Commission,
the New Hampshire Public Utilities Commission, the New York Public Seﬁice
Commission, the Pennsylvania Public Utility Commission, the Public Service
Commission of the District of Columbia, the Public Service Commission of
Wisconsin, the Utah Public Service Commission, and the Virginia State

Corporation Commission.

(U3
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Exhibit JRM-1 provides additional information concerning my educational and
professional background.

Q. BY WHOM ARE YOU EMPLOYED TO PRESENT THIS TESTIMONY?

A. I am employed as a Senior Consultant, on a part-time basis, by Energy Strategies,
Inc. (ESI) of Salt Lake City, Utah. My testimony is being sponsored by
Arizonans for Electric Choice and Competition', Cyprus Climax Metals, Asarco,
Phelps Dodge, Ajo Improvement Company, Morenci Water & Electric Company,

and BHP Copper.

Q. WHAT ARE THE PRIMARY PURPOSES OF YOUR DIRECT TESTIMONY

IN THIS CASE?

A. The primary purposes of my direct testimony are to:

¢y Propose a framework to assess the treatment of stranded costs in the
content of corporate restructurings in the electric utility industry from a
public policy perspective;

) Examine the concept of risk sharing or risk allocation between electric
utility investors and electric utility customers concerning the recovery of

stranded costs in a restructuring environment; and

! AECC is a coalition of energy consumers in favor of competition and includes Cable Systems
International, BHP Copper, Motorola, Chemical Lime, Intel, Hughes, Honeywell, Allied Signal, Cyprus
Climax Metals, Asarco, Phelps Dodge, Homebuilders of Central Arizona, Arizona Mining Industry Gets
Our Support, Arizona Food Marketing Alliance, Arizona Association of Industries, Arizona Multithousing
Association, Arizona Rock Products Association, Arizona Restaurant Association, Arizona Association of
General Contractors, and Arizona Retailers Association.
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(3) Critique and evaluate the proposals included in direct testimony presented
by Mr. Kevin C. Higgins concerning the calculation of stranded costs and

the collection of stranded costs.

WAS THIS TESTIMONY PREPARED BY YOU OR PREPARED UNDER
YOUR DIRECTION?

Yes.

HOW DOES YOUR DIRECT TESTIMONY RELATE TO THE 9 QUESTIONS
SPECIFIED IN THE PROCEDURAL ORDER DATED DECEMBER 1, 1997?
My direct testimony primarily addresses issues related to Questions 3, 6, and 9 in

the Procedural Order.

FRAMEWORK FOR ASSESSING STRANDED COSTS IN THE

CONTEXT OF CORPORATE RESTRUCTURINGS

PLEASE PROPOSE A FRAMEWORK FOR ASSESSING STRANDED COSTS
IN THE CONTEXT OF CORPORATE RESTRUCTURINGS IN THE
ELECTRIC UTILITY INDUSTRY FROM A PUBLIC POLICY
PERSPECTIVE.

A proposed framework is presented and discussed in the following paper (Exhibit

JRM-2): J. Robert Malko, “Assessing Corporate Restructurings in the Electric
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Utility Industry: A Framework,” appears in NRRI Quarterly Bulletin, Volume 17,

Number 4, December 1996.

This proposed framework consists of a hierarchy of common and significant
issues and addresses electric utility corporate restructurings from a public policy
perspective. Regulatory issues are at the top in this framework of common issues.
These issues involve matters that are of important concern to regulatory
commissions regarding electric utility corporate restructurings and related impacts
on the public interest. There are subsidiary or technical categories of issues in

this framework.

HOW DOES THE CONCEPT OF STRANDED COSTS RELATE TO THE
PROPOSED FRAMEWORI?

The treatment of stranded costs in a restructuring environment has implications
relating to regulatory issues and subsidiary (technical) categories of issues in the

proposed framework.

Specifically, the treatment of stranded costs of an electric utility clearly has
implications concerning risks to customers and associated customer choice, as
well as, risks to investors and the financial health of the utility. Unreasonable
allocations of stranded investment to customers will be harmful to customer

choice and will create market barrier problems. Unreasonable allocations of
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stranded investment to investors will be harmful to the financial health of the

utility.
RISK SHARING AND STRANDED COSTS

WHY IS RISK SHARING OR RISK ALLOCATION BETWEEN CUSTOMERS
AND INVESTORS IMPORTANT IN A RESTRUCTURING ENVIRONMENT
FACING ELECTRIC UTILITIES?

There are changing risks facing customers and investors in this current
environment. A regulatory commission should reasonably and prudently attempt
to share or allocate risks to customers and investors in this transition process in

order to address the important objectives of fairness and efficiency.

L

WHAT IS ONE PRINCIPLE OR CONCEPT OF RISK SHARING THAT

SHOULD BE CONSIDERED WITH RESPECT TO THE TREATMENT OF

STRANDED COSTS?

One principle of risk sharing that should be considered with respect to stranded

costs is the following: If stranded costs in the aggregate have negative ‘
(positive) value, then the gain (loss) goes to investors. This principle is based

on the theory of estimated risk and expected return facing investors. On the other

hand, customers forego the opportunity for potential gains, but they are not

exposed to the potential losses of stranded costs.
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SHOULD THIS PROPOSED PRINCIPLE OF RISK SHARING WITH
RESPECT TO THE TREATMENT OF STRANDED COSTS BE TEMPERED
BY OTHER CONSIDERATIONS?

Yes. This proposed principle of risk sharing with respect to stranded costs should
be tempered by other considerations, including economic and financial factors, in
order to balance the objectives of (1) faimess between customers and investors,
and (2) efficiency concerns relating to market and company operations, customer

choice, transition to competition, and incentives.

PLEASE DISCUSS THE ISSUE OF FAIRNESS BETWEEN CUSTOMERS
AND INVESTORS RELATING TO STRANDED COSTS.

A critical issue is the “fair” and reasonable allocation of stranded costs between
cusxorﬁers and investors. By balasicing the interests of customers and investors,
regulators attempt to arrive at a fair and reasonable allocation of stranded costs.
The following considerations or factors should be recognized in this balancing
process. First, restructuring activities in the electric utility industry are causing
chahges in activities and expectations associated with utility managers, investors,
customers, and regulators including an increasing interest in using incentive and
performance based tools. These restructuring activities are changing perceptions
and expectations by various groups concerning fairness and efficiency issues in
the electric power industry. Second, investors face various changing investment
risks, including business and financial risks, when purchasing electric utility

securities. Third, embedded generation capacity has been constructed to meet the
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forccasted needs of customers under the traditional regulatory framework of rate
base regulation of an energy monopoly. However, technological and economic

factors are now affecting customer choice.

PLEASE DISCUSS THE ISSUE OF EFFICIENCY RELATING TO
STRANDED COSTS.

Efficiency relates to the allocation of limited resources in the production of
products and services in order to meet the needs of consumers. The baseline or
target model for economic efficiency is the competitive market structure and
associated marginal cost pricing. Therefore, a movement from a monopoly model
to a workably competitive model is viewed as improving allocative efficiencies
and pricing of products. A critical issue is how the treatment of stranded cost will
affect or impact the obtaining of various efficiencies including customer choice,

innovative pricing structures, and incentives for energy suppliers.

PLEASE SUMMARIZE YOUR POSITION CONCERNING RISK SHARING
AND STRANDED COSTS.

Fairness and efficiency considerations need to be recognized and balanced in the
development of a risk sharing proposal concerning the calculation and collection
(allocation) of electricity generation stranded costs between customers and

investors.
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EVALUATION OF MR. HIGGINS’ PROPOSAL CONCERNING

STRANDED COSTS

HOW DOES MR. HIGGINS’ PROPOSAL CONCERNING THE

CALCULATION AND COLLECTION OF STRANDED COSTS ALLOCATE

RISK?

Mr. Higgins’ proposal concerning stranded costs includes the follo'wi;lg primary

components.

(1)  The proposal integrates the calculation method and the recovery
mechanism into one framework or package.

) Stranded cost is estimated on an asset-by-asset basis by subtracting or
taking the difference between: (i) the net book value of a utility’s
generation assets plus regulatory assets (regulatory value) and (ii) the
current replacement cost of those assets (market value), using the most
cost-effective available technology. One adjustment for any capitalizéd
energy value implicit in utility facilities that have variable energy costs
lower than the replacement technology would be made in the estimation of
replacement costs.

T_his estimated stranded cost calculation using the replacement cost
valuation approach represents an upper-bound estimation of stranded cost
over the transition period. For each year during the transition period, a net
revenues lost approach would be used to estimate stranded cost by
estimating the difference between generation related revenues that the

electric utility might have been expected to collect under continued

10
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traditional regulation and the gencration related revenue forecasted under
competitive market pricing. On a present value basis, total stranded cost
using the replacement cost valuation approach would serve as an upper-
bound constraint on the sum of the year-to-year stranded cost estimates
based on a net revenues lost approach for the transition period of three to
five years.

(3) The transition period for stranded cost recovery would be kept within a
limited time period of three to five years. The portion of stranded costs
assigned to customers would be kept within the 25% to 50% range of total
stranded costs based on a net revenues lost approach for each year. Asa
feature of the transition design, the percentage of stranded cost recovered
from customers via the transition charge would decline each year during
the three to five year period, but the effcctive average (overall) percentage
would be within the 50% to 25% range.

(4)  The transition range would be levied as a “wires” charge on distribution

service.

HOW DOES MR. HIGGINS’ PROPOSAL CONCERNING THE
CALCULATION AND COLLECTION OF STRANDED COSTS ADDRESS
FAIRNESS AND EFFICIENCY CONSIDERATIONS?

Concerning the issue of faimess, a range of 25% to 50% allocation of stranded
costs of generation to customers reflects a reasonable balance between the

interests of customers and investors during a changing and transition period of

I
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restructuring in the electric utility industry. This range is a balance of interests
between the historic world of traditional regulation of electricity generation and
the emerging world of deregulated electricity generation markets.

Concerning the issue of efficiency, the transition period of three to five years in
the collection mechanism provides movement and direction to deregulated
generation markets and effective customer choice. The collection mechanism
provides some financial incentive for utility managers in the recovery of stranded
costs.

Mr. Higgins’ proposal addresses both fairness and efficiency considerations in the
calculation method and recovery mechanism of stranded costs in order to share

risks between customers and investors.
CONCLUSIONS

WHAT ARE THE PRIMARY CONCLUSIONS OF YOUR DIRECT

TESTIMONY?

The primary copclusions of my direct testimony are:

¢)) A general framework for assessing stranded costs in the context of
corporate restructurings in the electric utility industry from a public policy
perspective has been proposed.

) Fairness and efficiency considerations need to be addressed and balanced

when developing a risk sharing proposal concerning the calculations and



10

11

12

14

15

16

17

18

19

20

21

23

collection (allocation) of electricity generation stranded costs between
customers and investors.

(3) Mr. Kevin Higgins’ proposal shares risks between customers and investors
concerning the treatment of stranded costs by reasonably addressing

fairness and efficiency considerations.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A. Yes.

13
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J. ROBERT MALKO
Professional Vita

BUSINESS ADDRESS: Department of Business Administration
College of Business
Utah State University
Logan, UT 84322-3510
Phone: (801) 797-2363  Fax: (801) 797-2634

HOME ADDRESS: 245 North Alta Street
Salt Lake City, UT 84103
Phone: (801) 596-0732  Fax: (801)583-8132

DATE & PLACE OF BIRTH: December 25, 1943

Baltimore, Maryland
MARITAL STATUS: Married, two children
EDUCATION:

Doctor of Philosophy degree in economics from the Krannert Graduate School of Management at Purdue University (Lafayette, Indiana),
1972.

Master of Science degree in economics from the Krannert Graduate School of Management at Purdue University (Lafayette, Indiana), 1968.

Bachelor of Science degree, cum laude, in mathematics and economics (majors) and political science (minor} fropi Loyola College
(Baltimore, Maryland), 1966.

Business finance courses at Graduate School of Business, University of Wisconsin (Madison), 1982-1986.
Visiting Scholar in industrial engineering and public utility economics, Stanford University (Palo Alto, California), 1980.

Accounting courses at [llinois State University (Normal, Illinois), 1971-1973 and public utility courses at the University of Wisconsin
(Madison), 1976-1977.

GOVERNMENT AND BUSINESS:

Chief Economist, Public Service Commission of Wisconsin, Madison, Wisconsin, January 1981 to December 1986.

Economist, Program Manager, The Electric Utility Rate Design Study at the Electric Power Research Institute at Palo Alto, California;
this is a study for the National Association of Regulatory Utility Commissioners; Program Manager, December 1979 to January 1981;
Project Manager, December 1977 to December 1979.

Chief Economist, Public Service Commission of Wisconsin, Madison, Wisconsin, June 1975 to December 1977.

Economist, Utility Rates Division, Public Service Commission of Wisconsin, Madison, Wisconsin, December 1974 to June 1975.
Energy Utility Consultant (Spring 1996-present), Energy Strategies, Inc., Salt Lake City, Utah. |

Energy Utility Consultant (Winter 1997), Retail Merchants Association, Concord, New Hampshire.

Energy Utility Consultant (Summer 1995-Spring 1996), Southern Company Services, Inc., Atlanta Georgia.

Energy Utility Consultant (Spring 1995), PECO Energy Company, Philadelphia, Pennsylvania.



GOVERNMENT AND BUSINESS: (Cont.)

Energy Utility Consultant (Fall 1994-Spring 1995), Virginia State Corporation Commission Staff, Richmond, Virginia.

Energy Utility Consultant (Fall 1994), Mountain Fuel Supply Company, Salt Lake City, Utah.

Energy Utility Consultant (Summer 1994-Fall 1994), Brooklyn Union Gas Company and the E Cubed Company, Brooklyn, New York.
Senior Consultant (Winter 1993-Winter 1997), Utility Services Group - AUS Consultants, Moorestown, New Jersey.

Energy Utility Consultant (Spring-Fall 1992), Wisconsin Energy Conservation Corporation, Madison, Wisconsin

Energy Utility Consultant (Fall 1990-Fall 1991) Associated Electric Cooperative, Inc., Springfield, Missouri.

Energy Utility Consultant (Fall 1990), Arizona tlectric Power Cooperative, Inc., Benson, Arizona.

Energy Utility Consultant (Fall 1989 to present), The Management Exchange, New York City, New York.

Energy Utility Consultant (Summer 1989-Fall 1991, Spring 1993, and Spring 1997), Washington Gas Light Company, Washington, D.C.
Energy Utility Consultant (Spring 1989), LMSL, Inc. and the Arizona Corporation Commission, State of Arizona.

Energy Utility Consultant (Summer 1986-Spring 1988), Illinois Office of Public Counsel, State of Illinois.

Energy Utility Consultant (Fall 1985), Virginia State Corporation Commission, State of Virginia.

Energy Utility Consultan: (Summer-Fall 1982, Spring 1984, Spring 1985, Spring-Summer 1990, Fall 1991 -Spring 1992, Winter 1994),
Hawaii Consumer Advocacy Division, State of Hawaii, Honolulu, Hawaii.

Energy Utility Consultant (Spring-Summer 1982, Summer-Fali 19é3), Alaska Public Utilities Commission, State of Alaska.
Energy Utility Consultant (Winter 1982), Nevada Public Service Commission, State of Nevada.

Energy Utility Consultant (Fall 1981), Kentucky Public Service Commission, State of Kentucky.

Energy Utility Consultant (Spring 1981), Hawaii Public Uti‘litics Division, State of Hawaii.

Energy Utility Consultant (Fall 1977), Electric Power Research Institute, Palo Alto, California.

Energy Utility Consultant (Spring-Summer 1977), Illinois Commerce Commission, State of Illinois.

Energy Utility Consultant (Spring-Summer 1977), Office of the Consumer Advocate, State of Pennsylvania.

Energy Utility Consultant (Winter 1976), Public Utilities Commission of Ohio, State of Ohio.

Energy Utility Consultant (Spring 1976, Spring 1977), Office of Consumer Counsel, State of Connecticut.

Economist, U.S. Department of Commerce, Bureau of Economic Analysis, Government Division, Washington, D.C., June 1974 to
December 1974.

Program Performance Budget Consultant (Spring-Summer 1973), City of Bloomington, Bloomington, [llinois.

Tax Consultant (Summer-Fall 1972), City of Bloomington, Bloomington, [llinois.




GOVERNMENT AND BUSINESS: (Cont.)

Administrative Analyst (Summer 1969), Department of Fiscal Services, Division of Fiscal Research, State of Maryland, Annapolis,
Maryland.

Worked on research projects in the Business Methods Department (Summer 1964) and the Business Computer Department (Summer 1965)
of Western Electric Company, Baltimore, Maryland.

RESEARCH:

At Utah State University, | am continuing to focus my research on various financial and pricing issues, such as corporate restructuring,
nuclear decommissioning, cost of capital analysis, and time-of-use pricing, concering energy utilities,

At the Public Service Commission of Wisconsin between 1981 and 1986, I focused my research on various financial issues, such as
diversification and rate of return analysis, concerning energy utilities and tefephone utilities. In addition, I analyzed issues relating to rate
design and cost-of-service studies for electricity, natural gas, and telephone. I developed and presented expert testimony in rate and rule
making proceedings that pertain to economic and financial issues relating to public utilities.

At the Electric Power Research Institute between 1978 and 1980, I focused my research on the desirability and technical feasibility of time-
of-use pricing and direct load controls for electricity usage.

At the Public Service Commission of Wisconsin between 1975 and 1977, [ focused my research on various problems faced by electric
utilities and gas utilities. I have analyzed problems related to rate design, cost of service studies, load management, consumer and
environmental impact analysis, public utility productivity and demand forecasting. I have developed and presented expert testimony in
rate and rule making procc:cdings that pertain to economic issues relating to public utilities.

\
At the U.S. Department of Commerce during 1974, I focused my research on estimating the interest subsidy associated with programs of
the Federal Government and its agencies incorporated in the Federal Governrnent sector of the national income accounts.

Atlllinois Wesleyan University and Illinois State University between 1971 and 1974, I focused my research work on analyzing relationships
between microeconomic theory and financial cost accounting theory.

For my doctoral research, I analyzed various aspects of benefits received by business firms and households from municipal fire protection
services, and I proposed policy implication concerning taxes needed to finance these services. In this analysis, fire insurance rates were
used in order to quantify benefits received by economic units. Dissertation has been used by Insurance Services Office, Midwestern
Regional Office (Chicago). Dissertation Director, Keith Brown.

TEACHING:

Professor of Finance, College of Business, Utah State University (Logan, Utah), January 1987 to present; granted tenure in June 1988 and
promoted to Full Professor in June 1989; I teach the following courses: Principles of Corporate Finance, Advanced Finance Problems (Case
Studies), Finance Issues and Public Utilities, Managerial Economics, and [nvestments; won Outstanding MBA Professor of the Year Award,
1989-90 and 1990-91.

Visiting Guest Lecturer, College of Law, University of Utah (Salt Lake City, Utah), 1993.

Guest Lecturer, School of Business, University of Wisconsin at Madison, Spring 1976 to December 1986; [ have taught and presented
guest lectures in regulation of public utility courses and have presented guest lectures in business finance courses on a part-time basis.

Guest Lecturer, Department of Industrial Engineering and School of Business, Stanford University, Summer 1978 to Summer 1980;
School of Business, University of California at Berkeley, Spring 1979; Department of Economics, Michigan State University, Spring
1978; [ have presented guest lecturers in regulation of public utilities and applied microeconomics courses at these universities.




TEACHING: (Cont)

Assistant Professor of Economics, lllinois Wesleyan University (Bloomington, {llinois), September 1970 to May 1974. At Iilinois
Wesleyan, [ taught the following courses: Principles of Economics, Principles of Accounting, Intermediate Microeconomic Theory,
Business Statistics, Money and Banking, Public Finance, Economic Growth and Development, and Mathematical Economics.

Assistant Professor of Business Administration, Illinois State University (Normal, Illinois), Spring 1973 to Spring 1974 on a part-time
basis. Course taught: Managerial Economics.

Teaching Assistant (Graduate Instructor) at Purdue University from September 1966 to June 1970; won outstanding teaching award in
1970. At Purdue University, I taught the following courses: Principles of Economics, Economic History, Intermediate
Microeconomic Theory and Intermediate Macroeconomic Theory.

PAPERS AND PUBLICATIONS:

This section of the resume lists papers and publications and is organized in the following manner: (1) academic and policy journals, (2)
books, (3) chapters in books, (4) academic and policy conferences with published proceedings, (5) academic and policy conferences
and (6) technical reports.

L Academic and Policy Journals

J. Robert Malko, “Assessing Corporate Restructurings In The Electric Utility Industry: A Framework,” appears in NRRI Quarterly
Bulletin, Vol. 17, No. 4, Winter 1996-97 issue.

Joseph F. Brennan and J. Robert Malke, "Rate Unbundling: Are We There Yet? A Reality Check,"” in Public Utilities Fortnight

June 1996 issue. .

David A. Foltz, 1. Robert Malko, Gregory J. Pumiliz, and Thomas J. Purvenas, "Purchased Power Is Not A Riskless Strategy,” appears
in The Electricitv Joumnal, Vol. 7, No. 10, December 1994,

J. Robert Malko, "Comments On The Paper by Rodney Stevenson and Dennis Ray," appears in Utilities Policv, Vol. 3, No. 4, October
1993.

Caryn L. Beck-Dudley and J. Robén Malko, "Dotting the Horizon: Will The United States Be Able To Decommission Its Nuclear
Power Plants?" appears in Journal of Energy Law and Pglicv, Vol. 10, No. 2, 1990.

Donna L. Tanner, Richard J. Williams, and J. Robert Malko, “Utility Diversification: Issues and Activities in Virginia," appears in

Electric Potential, February 1989 issue. This paper was also presented at The Sixth NARUC Biennial Regulatory Information
Conference, National Regulatory Research Institute at The Ohio State University, Columbus, September 1988; this paper also appears
in Conferenc ceedi

J. Robert Malko and Philip R. Swensen, "Corporate Restructurings In The Electric Utility Industry: Some Common Issues,” appears

in Business Insights, Spring 1989 Issue, Vol. 8., No. 2; an earlier version of this paper was presented at the Tenth Annual Public
Utilities Conference, sponsored by New Mexico State University, held in Albuquerque, New Mexico, October 1987,

Ahmad Faruqui and J. Robert Malko, "Pakistan's Economic Development in a Global Perspective," appears in Asian Profile, Vol. 16,
No. 6, December 1988 issue; an earlier version of this paper was presented at the Second Biennial Conference Of The Pakistan
Engineers and Scientists Association, held at Stanford University, Palo Alto, California, September 1987; also appears in the
Conference Proceedings.

J. Robert Malko and George R. Edgar, "Energy Utility Diversification and Small Business: A Wisconsin Perspective.” appears in The
Journal of Energy and Development, Vol., 13, No. 1 (issued July 1988); an earlier version of this paper was prepared for presentation
to the Midwest Economics Association Annual Meeting, Chicago, Illinois, April 1988.

J. Robert Malko, “Alternative Approaches For Funding Nuclear Power Plant Decommissioning Expenses: Some Financial Issues and

Considerations," appears in Forum For Applied Research And Public Policy, Vol. 2, No. 4, Winter 1987 issue.

4



PAPERS AND PUBLICATIONS: (Cont.)

L Academic and Policy Journals

J. Robert Malko, Caryn L. Beck-Dudley, and Philip R. Swensen, "Corporate Restructuring and Transferring Regulation of Electricity
Generation: Some Issues, Considerations and Activities," appears in Electric Potential, November-December 1987 issue; an earlier

version of this paper was presented at the Nineteenth Financial Forum, sponsored by the National Society of Rate of Return Analysts,
Washington, D.C., May 1587.

J. Robert Malko and George R. Edgar, "Diversification in the Gas Industry: Some Comments," (short comments) appcam in Public
Utilities Formightly, October 1987 issue.

J. Robert Malko, Richard Williams, and George Hermina, "Electric Utility Diversification: Activities In Some Eastern States,"

appears in The Kentucky Journal] of Economics and Buysiness, Vol. 7, September 1987 issue; an earlier version of this paper was

pmcntcd at the Eastern Finance Association 1987 Annual Meetings, Baltimore, Maryland, April 1987; an abstract of this paper
appears in the 1987 Proceedings Issue of the Financial Review; this paper was also presented at the National Association of Regulatory

Utility Commissioners (NARUC) Annual Summer Committee Meetings San Francisco, California, July 1987; this paper also appears

in The 1987 Report of the NARUC Committee on Utility Diversification, National Association of Regulatory Utility Commissioners,
Washington, D.C., March 1988.

George R. Edgar and I. Robert Malko, "Electric Utilities as Part of Diversified Business: Some Considerations and Thoughts,"

appears in Electric Potential, July-August 1987 issue; this paper was presented at the Thirteenth Annual Rate Symposium, sponsored
by the Institute for the Study of Regulation and the University of Missouri-Columbia, held in St. Louis, Missouri, February 1987; also

appears in the Symposium Proceedings; this paper also appears in The 1987 Report of the NARUC Committee on Utjlity
Diversification, National Association of Regulatory Utility Commissioners, Washington, D.C., March 1988.

. .
J. Robert Malko, "Diversification and Strategic Planning in the Electric Power Industry,” (short comments) appears in Forum For
Applied Research And Public Policy, Vel. 2, No. 2, Summer 1987 issue.

J. Robert Malko and George R. Edgar, "Energy Utility Diversification: Its Status in Wisconsin," Public Utilities Fortnightlv, August
1986 issue. )
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Assessing Corporate Restructurings
In the Electric Utility Industry: A
Framework

By
J. Robert Malko, Ph.D.

Introduction

Corporate restructurings of electric utilities in
the United States have become an important
and controversial issue during the 1980s and
1990s.' Regulators and electric utility -
executives have different perspectives
concerning corporate restructurings associated
with diversification, mergers, and functional
separation of generation, transmission, and
distribution.?

For a discussion:of corporate restructuring issues and activities
in the electric utility industry. see the following:

Gregory B. Ehholm and J. Robert Malko, editors,
Reinventing Electric-Utility Reguiation-(Public Utilitles
Reports, Inc.: Vienna, Virginia. 1995); Gregory 8. Enhoim
and J. Robert Malko. editors, Electnic Utilities Moving Into
The 21st Century (Public Utilities Reports. inc.: Adington,
Virginia, 1994); Scott A. Fenn, Mergers and Financial
Restructuring in The Electric Power Industry: A New
Investment Opportunity? (Investor Responsibility Research
Center: Washington, D.C.. 1988). J. Robernt Malko and Philip
R. Swensen, “Corporate Restructuring In The Electric Utility
industry: Some Thoughts," presented at the Twenty-Third
Annual Conferance, sponsored by the Institute of Public
Utilities at Michigan State University, Williamsburyg, Virginia,
December 1991, and appears in Regulatory Responses (o
Continuously Changing Industry Structures (Michigan State
University Public Utilities Papers: East Lansing, M, 1993);
Curtis Moutton, *Analyzing Electric Utility Mergers and
Intemational Expansion,” presented at the Twenty-Eighth
Financial Forum: The National Society Of Rate Of Retum
Analysts, Richmond, Virginia. May 1996.

2For somewhat different perspectives and views concerming
electric utility corporate restructurings, see the following:

J. Robert Malko and Philip R. Swensen, “Corporate
Restructurings In The Electric Utility Industry: Some
Common Issues” Business Insights 8, nc 2 (1989); an
earlier version of this paper was presented at the Tenth
Annual Public Utilities Conference. sponsared by New
Mexico State University. held in Albuquerque, New Mexico,
October 1987; Philip R O'Connor and Wayne P. Olson,
*PUHCA Reform : Maintaining State Prerogatives,” in
Regulatory Responses to Continuously Changing Industry
Structures (Michigan State University Putlic Utilities Papers:
East Lansing. M1, 1993); James Plummer. Terry Ferrar, and

Regulators attempt to regulate electric utilities
effectively in order to assure that adequate
electricity services are provided at reasonable
cost and to protect the public interest which
includes considering choices and risks to
customers. Regulators are considering and
developing new regulatory approaches in order
to address corporate restructurings and
balance regulation and competitive pressures.

Corporate restructurings of electric utilities
_in the United States have become an
important and controversial issue during
the 1980s and 1990s. Regulators and-
electric utility executives have different
perspectives concerning corporate
restructurings associated with
diversification, mergers, and functional
separation of generation, transmission,
and distribution.

Electric utility executives typically view
corporate restructurings as a potential partial
solution to financial challenges and problems
and are analyzing corporate restructuring
activities within the framework of the corporate
strategic planning process. Executives attempt
to find new sources of economic value and
consider risks and potential returns to investors
in an increasingly competitive environment.
The parent holding company is generally used
as the basic corporate form for restructuring
activities in the electric utility industry.
However, the wholly-owned utility subsidiary
structure remains in use for some

William Hughes, editors. Electric Power Strategic Issues
(Public Utilities Reports, Inc.’ Arlington. Virginia, 1983);
Harry M. Trebing, editor, Diversification. Deregulation. and
increased Uncertainty in the Public Utility Industries
(Michigan Stale Public Utititres Papers- East Lansing. MI,
1983).
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restructurings.’

The primary purpose of this paper is to
propose a framework to assess corporate
restructurings in the electric utility industry from
a public policy perspective. This paperis
organized in the following manner. First,
different types of corporate restructurings in
the electric utility industry are examined.
Second. reasons for corporate restructuring
activities are presented. Third, a framework for
assessing corporate restructuring activities is
proposed. Fourth, the application of the
framework is discussed.

The primary purpose of this paper is to

propose.a framewaork to assess corporate
restructurings in the electric utility industry
from a public policy perspective.

Types Of Restructurings

Three general types of corporate restructuring
activities concerning electric utilities include:
(1) mergers, (2) diversification, and (3)
functional separation of generation,
transmission, and distribution. Chart 1
presents alternative corporate structures and
compares the traditional integrated utility
system to the emerging power industry.

The most common rationale for mergers is the
existence of synergy. The value of the

combined enterprise is greater than the sum of
the values of the separate firms when synergy

3.!. Robert Matko, Richard Williams, and George Hemina,
“Electric Utility Diversification: Activities In Some Easlern States.”
appears in The Kentucky Joumnal of Economics and Business 7, no. 9
(1987); an earlier version of this paper was presented at the Eastem
Finance Association 1987 Annual Meetings, Baltimore, Marytand, April
1987.

‘Eugene F. Brigham, Fundamental of Financial Management
(The Dryden Press: Fort Worth, Texas, 1995), Chapter 21,

exists. Synergism can arise from the following
sources: operating economies, financial
economies, managerial efficiency, and
increased market power. Electric utilities have
recently demonstrated an increased interest in
horizontal mergers or combining in the same
line of business.® Table 1 presents selective
pending merger activities of electric utilities as
of May 1996.

Electric utility diversification became an
important and a controversial issue during the
decade of the 1980s and continues to receive
significant attention during the decade of the
1990s.® Electric utilities diversified into energy-
related activities and nonenergy related
activities. Electric utilities are typically using
either the parent holding company structure or
the wholly-owned utility subsidiary structure as
the basic corporate form to pursue
diversification activities. Examples of electric
utilities that have pursued diversification
activities include: Dominion Resources, Inc.,
FPL Group, Inc., Hawaiian Electric Industries,
Inc., Pinnacle West Capital Corporation,
PacifiCorp, Potomac Electric Power Company
and WPL Holdings, Inc.

Scurtis Moulton, “Analyzing Electric Utility Mergers and
International Expansion,* presented at the Twenty-Eighth Financial
Forum: The National Society Of Rate Of Retum Analysts, Richmond,
Virginia, May 1996.

6Fcf somewhat different perspectives and views concerming

electric utility diversification and related corporate restructurings, see
the following:

George R. Edgar and J. Robert Matko, *Electric Utility
Diversification and the Role of The Regulator® Proceeding:
of The Cumrent Issues Challenging The Regulatory Proces.
Conference (New Mexico State University: Aibuquerque,
New Mexico, April 1987); Edison Electric Institute (EEI),
Economics Division, Investor-Owned Electric Ulility New
Business Ventures: A Survey of Ulility Diversification
Activities (EE]: Washington, D.C., October 1881, and
{updated version] December 1984); Mark D. Luftig, Grego
8. Enholm, and Douglas W. Preiser, Electric Utility
Diversification (Solomon Brothers: New York City, New
York, October 1988); and Robert W. Shaw, Jr.,
“Diversification: Risks and Rewards® Diversification,
Deregulation, and Increased Uncertainty in the Public Uti
industries, edited by Harry M. Trebing (Michigan State
University Public Utilities Papers: East Lansing, Mi, 1983

478
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CHART 1

<
~

ALTERNATIVE CORPORATE STRUCTURES FOR ELECTRIC UTILITIES:
TRADITIONAL AND EMERGING

Integrated Utility System—The Traditional Power Industry
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In response to increasing competitive
pressures, electric. utilities are seriously
considering or hav2 already implemented
functional separation of generation activities,
transmission activities, and distribution
activities.” These restructuring activities
typically take the form of separate functional
organizations (i.e., divisions or wholly-owned
subsidiaries) of the parent corporation and are
compatible with the increasing emphasis on
customer choice and market forces.
Specifically, Edison International set-up an
organizational structure that effectively
functionally separates generation,
transmission, and distribution.

in response to increasing competitive
pressures, electric-utilities are seriously
considering or have already implemented
functional separation of generation
activities; transmission.activities,.and . -
distribution activities.

Reasons For Restructurings

Important reasons driving corporate
restructurings in the electric utility industry
include:-(1) financial considerations, (2)
economic factors, (3) technological
developments, and (4) government policies.®
These forces are combining to cause the
implementation of corporate restructuring
activities of electric utilities at different speeds
and phases in the various regions of the United

7John D. Edwards and Rachel A. Wardrop, The Redwood 40:
Company Summarnies (Redwood Securities Group. Inc.: San
Francisco, California, 1996). Also see “Upcoming Electric Utility
Events,” Electnc Utility Research, Inc.. January 11. 1996 and February
8. 1996.

BDonald F.Santa. Jr.. “Electric Restructuring’s Implications for

Electric Power Research and Development Policy.* NRRI Quarterly
Bulletin 17, no. 3 (1996): 327-336.

Assessing Corporate Restructunngs in the Elecinc Utiuay Industry

States.®

Financial considerations that drive corporate
restructurings center around adding economic
value, increasing shareholder wealth, and
managing business risk. Electric utility
executives view corporate restructurings as a
partial solution to financial constraints and
problems and are analyzing corporate
restructuring activities within the framework of
the corporate strategic planning process.
Management is attempting to find new sources
of revenue, to reduce costs of operations, and
to consider the risks to investors versus
potential returns in an increasingly competitive
environment.

Economic factors that drive corporate
restructurings focus on customer choice
relating to price and type of service. Electric
utility restructuring activities reflect the global
economic trend toward the increased -~ -
emphasis on market forces and reduced

" regulatory involvement. ‘ -

Financial considerations that drive
corporate restructurings center around
adding economic value, increasing
shareholder wealth, and managing
business risk. Electric utility executives
view corporate restructurings as a partial
solution to financial constraints and
problems and are analyzing corporate
restructuring activities within the
framework of the corporate strategic
planning process. !
L—

Technological developments have played a
critical role in driving corporate restructurings i
the electric utility industry. Specifically.
advances in gas turbine efficiency and

9John C. Hoag. “Summary of State Electric industry Restructur.
Activities.© NRR! Quarterly Bulletin 17, no. 3 (1996) 361-365.
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technological developments associated with
the production of natural gas have enabled co-
generators and.small power producers to
challenge the m\or}opoly generation position of
electric utilities.

Government policies during the 1990s
encouraged customer choice and emphasized
market forces in the electric utility industry.
Specifically, sections of the Energy Policy Act
of 1992 reduced barriers to participating in the
generation of sale of electricity, and the
Federal Energy Regulatory Commission's
(FERC's) Order No. 888 promotes the open
access of the transmission system. In
addition, several state legislatures and state
reguiatory agencies have developed and
implemented policies that promote customer
choice and competitive. options. Government
policies clearly have played a role in driving
electric utility corporate restructuring activities.

" These (and-other) reasons-are driving == -~ -~
corporate restructuring activities in the electric

utility industry.:.In order to:assist regulators in - - -
their efforts to address-and resolve issues and .

problems relating to corporate restructurings, a
framework is proposed and discussed in the
next section of the paper.

A Framework For Assessing Restructurings

There is a framework that consists of a
hierarchy of common and significant issues
and addresses electric utility corporate
restructurings from a public policy
perspective.’® Regulatory issues are at the

wThis proposed framework of issues is an extension of a
hierarchy of issues developed during the early 1980s in order to
analyze electric utility diversification activities from a regulatory
perspective. See the following:

Gregory 8. Enhoim and J. Robert Matko, “Utility
Diversification: Options For State Regulators.” Proceedings
of The Third NARUC 8Siennial Regulatory information
Conference {The NRRI; Columbus, Ohio, September 1982);
175-191; Stanley York and J. Robert Malko, “Utility
Diversification: A Regulatory Perspective,® Public Utilities

apex in this framework of common issues.
These issues involve matters that are of
important concern to regulatory commissions
regarding electric utility corporate
restructurings and related impacts on the
public interest.

In this framework, there are four subsidiary
(technical) categories of issues: legal,
accounting, economic, and financial. Legal
issues address matters which pertain to
regulatory authority and jurisdiction over
electric utility corporate r‘estructuring activities.

" Accounting issues concern affiliate interest

issues, such as transfer pricing and cost
allocations. Economic issues concern
motivations and incentives for management in
the operation of the electric utility and market
power and structure issues. Financial issues
address factors that affect not only electric
power company assets and earnings, but alsc
how.corporate restructuring activities, such as

- diversification; will be financed. :Regulatory

staff will clearly have significant responsibilitie:
for providing technical analysis concerning -

- these subsidiary issues for consideration by

policy-makers.

In this framework, there are four subsidiary
(technical) categories of issues: legal,
accounting, economic, and financial.

Chart 2 presents a categorization and
specification of this hierarchy of common anc
important issues in electric utility corporate
restructurings. Corporate restructuring issue
are presented in the form of questions in this
paper. The level of importance of specific
issues in this proposed framework will vary
based on the type of proposed restructuring

Fortnightly, January 6. 1983; and J. Robent Malko and
George R. Edgar, “Enecgy Utility Diversification: Its Sta:
Wisconsin.* Public Utilities Fortnightly, August 7, 1986.
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activity. For example, market power and
market structure issues are clearly significant
relating to mergefactivities of energy power
companies. On the other hand, transfer pricing
issues are important with respect to
diversification activities and functional
separation activities.

As specified by Chart 2, the regulatory
category has a set of significant policy issues
that regulators clearly need to consider when
assessing electric utility restructurings. These
issues focus on addressing and examining the
impacts of corporate restructurings on
providing adequate electricity services at
reasonable prices to customers.

The following important questions facing
regulators are presented:

e Does corporate restructuring by
an electric.utility present any
increased or changing risks to
ratepayers/customers?

e Do the state regulatory
commissions have adequate
authority and resources to

- regulate and review effectively
the activities of a corporate
restructured utility?

e What are the roles of and
relations between federal
regulatory agencies and state
regulatory agencies concerning
electric utility corporate
restructurings? Are there
conflicts in these roles and
relations?

e What are the potential financial
agency problems among
economic units, such as
bondholders, stockholders, and
managers, associated with

Assessing Corporate Restructunings in the Electne Utility Industry

electric utility corporate
restructurings?

Legal issues associated with electric utility
corporate restructurings pertain to regulatory
authority and jurisdiction over the utility and its
corporate restructuring activities. Two
important themes concerning legal issues
emerge: (1) the effects of corporate structure
selection, such as a parent holding company or
a wholly-owned utility subsidiary, on the
interests of utility management, shareholders,
bondholders, customers, and regulators; and
(2) the potential implications for regulatory

authority of complex corporate restructuring
activities.

The following important legal questions are
presented:

e When an electric utility implements a
corporate restructuring, what legal
authority is needed to assure access to

appropriate books, records, and
officers?

e Wil the specific organizational structure
selected by the electric utility to pursue

corporate restructuring affect regulatory
authority?

e What is the legal significance of a
corporate restructuring and related
economic activities by an electric utility
into different geographical areas?

e Does the regulatory agency have the
legal authority to divest the core utility
portion of the restructured energy pow:
company?

Quarterty Bulletin Vol. 17 No. 4
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Accounting issues primarily relate to affiliate
interest issues. Two important types of issues
emerge: (1) allocating common costs and (2)
transfer pricing. A

The following important accounting issues
facing regulatory staff are presented:

e How will common costs be
allocated among
divisions/business organizations
in the event of a corporate
restructure?

e \What will be the impact of a
corporate restructuring on the
system of transfer pricing within
an electric utility?

e Has the regulatory agency
recently reviewed and updated its
affiliate interest rules/statutes.in
order to address corporate
restructuring activities?

e Does the regulatory agency have
adequate and reasonable
auditing procedures in order to
address corporate restructuring
activities?

Economic issues primarily relate to the-
allocation of limited resources in the providing
of electricity services to customers in an
atmosphere of corporate restructurings. Three
important types of issues emerge: (1) market
power and structure, (2) pricing policies and
related customer choices, and (3) incentives
for utility managers.

The following significant economic issues are
presented.

e \What will be the effect of a corporate

restructuring on the pricing policies and
practices of an electric utility?

Assessing Corporate Restructurrgs |a the Electnc Utiity Incustry

e What will be the impact of electric utility
corporate restructuring activities on
customer choices?

e What will be the impact of a corporate
restructuring on market power and
structure?

e What will be the effect of a corporate
restructuring on the system of utility
management incentives?

Financial issues primarily relate to the
implications of a corporate restructuring on
valuation and financing. Important types of
issues that emerge are: (1) changing risks, (2)
financial health of the restructured business,
and (3) reactions of investors.

The following significant financial issues are
presented:

e How will utility funds and credit,
including credit support .
agreements, be used in
restructuring activities?

¢ \What effect will a corporate
restructuring have on the
~ variability of electric utility
earnings?

e What impact will a corporate
restructuring have on the electric
utility's financial health including
its cost of capital and capital
structure?

e What will be the reactions of the
investments community, including
equity analysts and debt
analysts, to corporate
restructuring activities of electric
power companies?

Quarterly Builetin Vol. 17 No. 4
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In the next section of the paper, some insights
concerning the application of the proposed
framework are pr<sented.

Applying The Framéwork

The following insights and suggestions
concerning the application of the proposed
framework consisting of a hierarchy of
common issues for assessing electric utility
corporate restructuring activities are presented.

First, regulatory issues consistently remain
significant for the three primary types of
corporate restructurings. Potential changing

risks to different types of customers/ratepayers

and potential financial agency problems facing
different types of investors (bondholders vs.
stockholders) exist in the current atmosphere
of increasing corporate restructurings. . - -

- -.Second,.the relative significance.of:specific:*

 subsidiary ortechnical .issues will vary based
on the type of corporate restructuringand - -
related.circumstances.or conditions.-For-
example, market power issues are assigned a
high level of importance concerning merger
activities as compared to diversification
activities. On the other hand, transfer pricing
issues are assigned a high level of importance
concerning diversification activities and
functional separation activities as compared to
merger activities.

Third, as new regulatory frameworks, such as
performance-based regulation, are
implemented and replace the traditional
regulatory framework of rate base regulation,
regulatory commissions need to carefully
address how technical issues, such as
accounting and financial issues, will be
analyzed in the atmosphere of increasing
corporate restructurings. Specifically, methods
for incorporating common cost allocations and
estimating the cost of capital will clearly need
to be incorporated in new regulatory

frameworks in order for regulatory
commissions to assess adequately impacts of
corporate restructurings on the public
interest."!

Fourth, potential conditions and restrictions,
such as a dividend payout limitation, imposed
by the regulatory commission on the regulated
business entity will need to be carefully
evaluated as multiple corporate restructurings
are proposed and implemented. Regulatory
commissions need to carefully analyze and
determine if a specific financial or economic
condition imposed to address a problem.
associated with one type of restructuring
activity is counter-productive for another type
of restructuring activity.-

Fifth, current affiliate interest statutes and rules
need {o be reviewed and potentially updated
by a regulatory agency.  Transfer pricing

- -issues and common cost-allocation‘issues will

become technically challenging in the 2urrent
environment of increasing corporate a
restructurings.

Sixth, the organization and training of
regulatory staff needs to be addressed when
applying the proposed framework and
monitoring related restructuring activities. _
Regulators need to consider the comparative
advantages and disadvantages of organizing

staff along industry lines versus functional
lines.

Yeor a discussion of the complexities associated with estimating
the cost of capital for functionally separated activities, see Joseph F,
Brennan and J. Robert Malko, “Rate Unbundling: Are We There Yet?
A Reality Check.* Public Utilitiss Fortnightly, June 1, 1996.
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Summary

Corporate restructurings of electric utilities in
the United States have become an important
and controversial issue during the 1980s and
1990s and will most likely continue during the
first decade of the twenty-first century. This
paper presented a framework consisting of a
hierarchy of common and significant issues,
including regulatory, legal, accounting,
economic, and financial issues, concerning
electric utility corporate restructurings. The
level of and importance of specific issues in
this proposed framework will vary based on the
type of proposed restructuring activity.

It is hoped that the proposed framework of
common issues will be useful to regulators and
their staffs in their efforts to protect the public
interest in an atmosphere of increasing electric
utility corporate:restructuring activities -
including mergers, diversification, and
functionai separation of generation,
transmission, and distribution. :Innovative -
regulatory approaches and effective regulatory
tools will be needed in the increasingly
complex and increasingly competitive electric
power industry.

Dr. J. Robert Malko is a Professor of
Corporate Finance in the College of .
Business at Utah State University, and he -
previously served as Chief Economist at
the Public Service Commission of
Wisconsin.
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Before the
ARIZONA CORPORATION COMMISSION
IN THE MATTER OF THE COMPETITION IN )

THE PROVISION OF ELECTRIC SERVICES ) Docket No. U-0000-94-165
THROUGHOUT THE STATE OF ARIZONA )
)

SUMMARY OF THE
PREFILED DIRECT TESTIMONY OF ALAN E. ROSENBERG

The first section of my testimony provides a brief background on the definition and

causes of strandable costs. The main points are that:

Strandable costs are not caused by competition, but are only revealed by competition.

Strandable cost recovery is generally not necessary for either equity reasons or on the
grounds of economic efficiency.

Strandable cost recovery can confer or exacerbate horizontal market power.

If the goal of regulation is to emulate competition, stranded cost recovery would not be
permitted.

As a corollary to the above, any strandable cost recovery mechanism, or transition

charge as it is usually termed, should be kept as small as possible, and for as short a

duration as possible. The primary considerations should be to allow customers unfettered

access to the competitive market as soon as possible.

The next section of my testimony describes the goal of any administrative method of

calculating stranded costs. The two main schools of thought on this avenue to strandable

cost recovery are the lost revenues approach and the surrogate market value approach. |

explain why the latter method is superior to the former. | also address the two main sources

of uncertainty in any administrative approach — future operating costs and future market

values, and what considerations should be given to each.
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In the ensuing section, | give a non exhaustive list of more market based methods of

estimating stranded costs, including:

e Asset sales to third parties through an auction or a negotiated sale;

e A spin-off, or a spin-down, of generation assets into a separately traded entity;

e Anindependent appraisal of the market value of generation assets;

e A reverse power solicitation;

e A utility determination of a market price concomitant with universal choice and an
equitable sharing of stranded costs

| explain the major advantages and drawbacks of each method and how some of the
problems may be redressed. | conclude that the optimal method is divestiture.

The next section of my testimony explores some of the pragmatic problems of
actually constructing a stranded cost charge so as not to squelch a competitive market for
electricity. My: principal recommendations here are to caution against too low a contestable
price for electricity — the price which the current captive consumer seeks to best by seeking
an alternative supplier — and to deny a full return to the utility on the uncollected strandable
amount.

At the end of my testimony | summarize my recommendations as follows:

First, market based approaches for determining strandable cost are superior to
administrative ones, with divestiture being the optimal method. Under certain conditions and
safeguards, and if divestiture is not an option, 1 find the utility market choice method to be
most advantageous.

Second, if an administrative approach is used, it is advisable to use more than one
method to provide a reasonableness check of any one method or determination or to narrow
an otherwise wide range of estimates.

Third, the lost revenues approach is the least satisfactory of any determination

method.
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Fourth, strandable costs must be net of any stranded benefits, and only mitigated
costs should be eligible for recovery. This means that not only should the utility have
demonstrated past efforts for mitigation, but that a reasonable amount of future mitigation
should be implicit in the calculations.

Fifth, strandable cost recovery should be viewed as extraordinary relief to utilities.
Because transition charges are barriers to competition, they should be minimized ~ in both
size and duration — to the greatest extent possible.

Sixth, the surest mechanism to encourage mitigation and to limit anti-competitive
effects is to ordain an a priori sharing of stranded costs between shareholders and

consumers.
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Before the

ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE COMPETITION IN )

THE PROVISION OF ELECTRIC SERVICES ) Docket No. U-0000-94-165
THROUGHOUT THE STATE OF ARIZONA )

)

Prefiled Direct Testimony of Alan E. Rosenberg

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A My name is Alan Rosenberg and my business address is 1215 Fern Ridge Parkway,

Suite 208, St. Louis, Missouri 63141-2000.

WHAT IS YOUR OCCUPATION AND BY WHOM ARE YOU EMPLOYED?
| am a consultant in the field of public utility regulation and a principal in the firm of

Brubaker & Associates, Inc., energy, economic and regulatory consultants.

Q PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE.

A This is summarized in Appendix A to this testimony.

Q ON WHOSE BEHALF ARE YOU PRESENTING TESTIMONY IN THIS

PROCEEDING?
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A I am testifying on behalf of Arizonans for Electric Choice and Competition', BHP
Copper, Cyprus Climax Metals, ASARCO, Phelps Dodge, Ajo Improvement

Company, and Morenci Water & Electric Company.

Q WHICH OF THE NINE QUESTIONS SPECIFIED IN THE PROCEDURAL ORDER
DATED DECEMBER 1, 1997 WILL YOU BE ADDRESSING IN YOUR
TESTIMONY?

A My direct testimony will primarily address Questions 3, 6 and 9.

Q WHAT ISSUES WILL YOU ADDRESS?
| have been asked to address the policy issues of the identification, calculation and
recovery of any net uneconomic embedded generation costs-the so-called
-“strandable” cost dilemma-and the design of a recovery mechanism (which | term a
Competitive Transition Charge or CTC) to recoup the portion of strandable costs that
are allowable to be recovered from consumers.?

Q WHAT DOCUMENTS HAVE YOU REVIEWED THAT ARE SPECIFIC TO THIS
PARTICULAR ASSIGNMENT?

A | have reviewed Decision No. 59943 which contained new rules (Rules) regarding

competitive electric services. | also reviewed the September 30, 1997 Report to the

1 Arizonans for Electric Choice and Competition is a coalition of energy consumers in
favor of competition and includes Cable Systems International, BHP Copper, Motorola, Chemical Lime,
Intel, Hughes, Honeywell, Allied Signal, Cyprus Climax Metals, Asarco, Phelps Dodge, Homebuilders
of Central Arizona, Arizona Mining Industry Gets Our Support, Arizona Food Marketing Alliance,
Arizona Association of Industries, Arizona Multihousing Association, Arizona Rock Products
Association, Arizona Restaurant Association, Arizona Association of General Contractors, and Arizona
Retailers Association.

2 Competitive Transition Charge seems to be the phraseology of choice for the “wires”
charge intended to recover the allowable portion of stranded costs. It conveys the message that this
charge is intended to be a crutch for the utility until it is sufficiently fit to compete with non-regulated
suppliers.
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Arizona Corporation submitted by the Stranded Cost Working Group, as well as
Dissenting Comments to that Report prepared on behalf of Asarco, BHP Copper,

Cyprus Climax Metals, Pheilps Dodge, and the Public Interest Coalition on Energy.

WHAT IS THE STATUS OF THE MOVE TO MORE COMPETITIVE MARKETS?
Only a short time ago, the debate in Arizona, as well as the rest of the country,
focused on whether there should be a competitive retail market for electricity. Today,
the focus of the debate has changed. No longer is the discussion whether there
should be a competitive retail market, but rather on when and how best to promote
competition. Throughout the country, public utility-commissions and legislatures in at
least thirteen states have either issued orders moving to more competitive markets or
are in the process of doing so. Besides Arizona, the Commissions and/or
Legislatures of California, lilinois, Maine, Massachusetts, Michigan, Montana,
Nevada, New Jersey, New York, Okiahoma, Pennsylvania, and Rhode Island have
issued restructuring orders.

It is important for Arizona's consumers, and ultimately ali parties, that Arizona
get competition off on the “right foot,” as it will be in the vanguard of those states.
Moreover, it is my assessment that the stranded cost problem is not only the most
critical, but also the most contentious hurdle to overcome as customers, utilities, and

regulators enter the new paradigm of “Customer Choice.”

YOU CITED A PARTIAL LISTING OF THE STATES THAT HAVE DEVELOPED
REGULATORY OR STATUTORY PROVISIONS FOR THE IMPLEMENTATION OF
RETAIL COMPETITION. DOES THIS MEAN THAT THERE ARE MANY

CONSUMERS WHO ARE NOW TAKING ADVANTAGE OF COMPETITION TO
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REDUCE THEIR RATES?

A Unfortunately, no-at least not yet. In fact, in a recent (January 12, 1998) article in
Business Week the authors note that the results so far have been disappointing.
Moreover, they attribute the gap between expectations and results, directly and
primarily to the stranded cost recovery mechanisms that have been made the quid
pro quo for “competition”. | agree with that assessment. A high stranded cost

charge is most damaging to the goals of retail access.

STRANDABLE COSTS

Q WHAT ARE STRANDABLE COSTS?

A I will confine my answer to generation assets, i.e., the utility's hydro and thermal

resources.® Under traditional regulation, a utility recovers its investments through a
depreciation charge. Thus, its investors not only earn a return on their money, but
they recover their investment through the depreciation component of rates. At any
point in time, the investment that remains unrecovered is the book value of the plant.
If customers are free to choose suppliers, then the price received for the output
would be set by the market, i.e., by supply and demand. If the utility’s investment is
uneconomic compared to its competitors, there is no guarantee that the full

remaining book value could be recovered, either by sale to a third party or through

3 Regulatory assets, i.e., costs for which regulators have given the utility permission to
defer for subsequent recovery, may also qualify for strandable cost treatment. However, the
quantification and recovery of strandable regulatory assets appears to be far less controversial than
that of generating assets and purchased power agreements. (It is implicit in this discussion that the
regulatory assets are production related as this is the primary function that will be opened to
competition.) The one caveat { would offer in this regard is that care be taken that regulatory assets be
netted against regulatory credits, i.e., costs which have already been recovered in rates but which the
utility may recoup from other parties or which liabilities which will not actually be paid. Yet another
category of stranded costs may relate to above market purchased power contracts with qualifying
facilities under PURPA.
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depreciation in its rates. The portion of book value that could not be recovered is
referred to by the euphemism, “strandable costs.”™ A more descriptive term is the
uneconomic portion of the utility’s embedded cost.
Of course, in the event that a plant could be sold in a competitive environment
for more than its book value, that plant gives rise to the inverse of a stranded cost (
i.e., a negative stranded cost) or what could be termed a “stranded benefit.”
Q WHY HAVE YOU ADOPTED AN “ASSET” BASED DEFINITION OF STRANDABLE

COSTS?

A A proper definition of strandable costs should be based on the valuation the market

would give to utility assets whose worth might be altered due to the transition to retail
customer choice. This asset based approach recognizes that it is the value of an
asset in competitive markets that is the ultimate determinant of utility strandable
costs, not the amount of utility revenue lost due to a customer's choice to switch
generation suppliers.

An asset based approach is also attractive in that it can provide a means of
quantifying strandable costs without necessarily relying directly on estimates of
competitive power prices. For example, an asset based approach can be undertaken
by auctioning individual utility generation assets. While bidders for generation assets
make their own assumptions regarding future competitive power prices in
determining their bids, these market price assumptions are not made public and are
not explicitly used to quantify strandable costs. Therefore, the asset based

approach, especially when applied asset-by-asset, can quantify strandable costs

4 Some observers refer to these as “stranded” costs. However, whether these costs are
ultimately stranded or not will depend upon the universality of competitive access and the actions of
the utility. Consequently | prefer the term strandable. The New York PSC, in its landmark Opinion No.
96-12 Opinion and Order Reqgarding Competitive Opportunities for Electric Service, also uses the term
“strandable”.
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without explicitly relying on competitive power price estimates.

WHAT IS THE CAUSE OF STRANDABLE COSTS?

Retail strandable costs are caused by cost increases which, over time, have driven
up prices; coupled with engineering innovations and capacity additions which have
kept marginal costs flat or declining. Strandable cost could also be caused by
management decisions or estimates that simply did not pan out. It should be noted
that the cause of strandable costs is not consumer behavior, but rather managerial
decisions and engineering innovations. In other words, customer choice does not
create strandable costs any more than the sun going down at night creates the stars.

Customer choice only reveals strandable costs.

IS THERE ANY COMPELLING ECONOMIC ARGUMENT FOR THE IMPOSITION
OF A CHARGE TO RECOVER STRANDABLE COSTS?

No. Under a free market (i.e., competitive model) when a consumer stops buying
from a former supplier-for whatever reason-the supplier is not entitled to any future
payments from its former customer. Since regulation is intended to emulate
competition, from a purely theoretical perspective, it is clear that the strandable cost

charge should be zero.

IS A STRANDABLE COST CHARGE NECESSARY FOR SHAREHOLDER
EQUITY?

No. First, it must be recognized that shareholders are free to sell their shares at any
time. Since shareholders have been fully apprised of the impending industry

restructuring, shareholders are obviously convinced that the rewards of competition
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for this Company outweigh the risks.

Second, one of the risks of investment in a regulated industry is that
regulation would change. In few industries has the risk of a change in regulation or
the coming of deregulation been more publicized than in the electric utility industry,
given the enactment of the Public Utility Regulatory Policies Act nineteen years ago
or the 1992 Energy Policy Act. Utility managements-as well as investors-have
known for some time that competition has been increasing in the electric utility

industry.

IS THE RECOVERY OF STRANDABLE COSTS NECESSARY FOR ECONOMIC
EFFICIENCY?

No. The recovery of strandable costs is not only unnecessary for the sake of
efficiency, it actually impedes economic efficiency by interfering with the working of a
competitive market. Strandable cost recovery allows a supplier with above-market
costs to compete unfairly with potential or actual competitors because some of its
costs are subsidized by strandable cost recovery. Strandable cost recovery erects a
price barrier between current captive customers and potential competitors for these
customers. This thwarts competition and impedes the efficiencies that result from the
discipline of market forces. In fact, if a monopoly supplier could anticipate that it
would receive full strandable cost recovery, it could effectively block competition by

increasing its fixed costs and lowering its variable costs.

CAN STRANDABLE COST RECOVERY CONFER OR EXACERBATE

HORIZONTAL MARKET POWER ON THE PART OF THE RECIPIENT?
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Definitely. The higher the transition charge the more difficult it is for other suppliers

to compete with the recipient.

CAN YOU ILLUSTRATE THAT FOR US?
Yes. Suppose that the Company's charge for generation is 4.0¢ per kilowatthour.
For the purposes of illustration, let us also assume that any alternative supplier needs
to incur a transaction fee of 0.5¢ per kWh to deliver the power into the region and
also requires a markup of 0.5¢ per kWh over variable generation costs to be
profitable.® In that case, a potential competitor to the Company will be any supplier
with variable generation costs of 3.0¢ per kWh or less.®

But, if the Company's 4.0¢ charge for generation is converted into a 2.0¢ per
kWh charge for generation, plus a non-bypassable strandable cost charge of 2.0¢ per
kWh, the universe of potential suppliers is now limited to those with variable
generation costs of only 1.0¢ per kWh or less. That is because a variable generation

cost in excess of 1.0¢ would result in a customer paying a total bill greater than the

Company's 4.0¢ kWh charge (e.g., 1.5¢-variable generation cost + 0.5¢ delivery
charge+ 0.5¢ m'inimum profit + 2.0¢ strandable cost = 4.5¢). Obviously there are far
fewer suppliers with marginal cost of 1.0¢ per kWh than with a marginal cost of 3.0¢
per kWh. Thus, the transition charge narrows the universe of potential competitors

and so increases market power of the incumbent utility.

*Profit can also be thought of as a contribution to fixed costs.

51t must sell its output at under 4¢ delivered or it could not win the sale. However, after

deducting 1/2¢ for delivery and 1/2¢ for 2 minimum contribution for profit, there is only 3¢ left to cover
its variable (or marginat) cost of production.
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WHY ARE YOUR OBSERVATIONS REGARDING THE RAMIFICATIONS OF
STRANDABLE COST RECOVERY RELEVANT TO THIS PROCEEDING?

As will become evident, absent full divestiture, no precise measurement of strandable
costs is possible-the best that can be done is to provide a range of reasonable
estimates. Therefore, | think it is important for the Commission to bear in mind the
ramifications for genuine competition of choosing too high an estimate for those

costs.

WHAT PREREQUISITES SHOULD BE IN PLACE FOR ANY STRANDABLE
COSTS TO BE ELIGIBLE FOR RECOVERY?

First, strandable cost must be net strandable costs-i.e., strandable costs must be
netted against strandable benefits. This consideration was alluded to, for example, in
Rule R14-2-1607 where it mandated that the degree to which some assets have
values in excess of their book costs must be considered. (An analogous netting
factor in relation to PPAs would be any short term purchases at less than market
rates may offset above market contracts.) Second, the strandable costs must be
demonstrably identifiable and quantifiable. This is only common sense.

Third, they must be mitigated to every reasonable extent. This consideration
also was alluded to, for example, in Rule R14-2-1607 where it mandated that the
degree to which the utility has mitigated or offset these costs must be considered.
To that | would add that not only should the costs be mitigated, but that the mitigation
must benefit the formerly cébtive ratepayers. Fourth, the recovery of strandable
costs should not raise rates over what they would be under traditional regulation.
The motivation for retail access has been to lower rates for consumers. It would be

ironic and unfortunate if the move to restructuring had an effect contrary to the
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primary objective of this entire exercise. Fifth, extreme care must be taken so as to
prevent a strandable cost recovery determination from resuiting in windfall profits for

the utility.

IS IT A SIMPLE PROBLEM TO CALCULATE AN APPROPRIATE STRANDABLE
COST RECOVERY MECHANISM?

No, it is not. Designing a stranded cost recovery mechanism that will be fair to the
utility and to the consumer, that will encourage competition, that will motivate utilities
to mitigate stranded costs and convey that mitigation to consumers, and that will be
easy to administer, is probably one of the most complex problems facing regulators

today.

WHY CANNOT THE STRANDABLE COST CHARGE SIMPLY BE SET AS THE
DIFFERENCE, ON A REAL TIME BASIS, BETWEEN THE CURRENT
REGULATED RATE AND SOME MEASURE OF THE MARKET RATE?

The first problem is determining an appropriate measure of market prices. The
second problem is calculating how long this recovery mechanism should be allowed -
to continue. However, -even assuming that these two crucial issues could be
satisfactorily resolved, let us examine the consequences of such a mechanism.
Consider a hypothetical island with one grocery store (Monopolyshop) which has a
monopoly on the sale of cola. Assume the Chief Arbiter of prices on our imaginary
island has determined that a “fair and reasonable” price for a bottle of cola is $10 per
liter. Now suppose that, unbeknownst to the Chief Arbiter, a flourishing and very
efficient market for cola has sprung up on the mainland and the market price for cola

there is $2 per liter. Now the inhabitants of this ‘island, upon discovering the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Page 11
Alan E. Rosenberg

existence of the mainland and its relatively low priced cola demand the right to go
shopping on the mainland. The Chief Arbiter, having concluded that competition is
better than regulation, decides to let the inhabitants shop on the mainland. There is
only one problem-the owner of the grocery store also has the only rowboat that can
be used for shopping. Now the Chief Arbiter is convinced that the correct “cola
backout credit” is the efficient $2 per liter. It thus declares that the nonbypassable
charge for using the boat to go shopping is equal to the Monopolyshop price for the
cola, $10, less the efficient price of $2.

Consider the consequences of this “backout”. Could the inhabitants of our
hypothetical island get any benefits from this brand of competition? The answer
is-only if they knew in advance what the market price on the mainland was prior to
making their supply arrangements, and then only if they could find a supplier that
would be willing to sell consistently below the market. Since market prices must
inclﬁée a sufficient return on capital to remain in business, it is clear that only in the
most unusual of circumstances could such conditions prevail for any length of time.
Under the “backout credit” proposal, the consumers on our island are condemned
(for as long as stranded cost recovery is allowed to persist) to keep on paying the

uneconomic rates of Monopolyshop.

ADMINISTRATIVE METHODS OF CALCULATING STRANDED COSTS

Q

PLEASE DESCRIBE THE TWO MAIN SCHOOLS OF ADMINISTRATIVE
APPROACHES TO CALCULATING STRANDED COSTS.

Administrative methods of quantifying stranded costs rely on the results of a
contested case proceeding before a regulatory commission to establish stranded

costs. There are two main schools of thought on this. One is a revenues lost
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method. The other approach is intended to derive a proxy or surrogate value of the

asset if it were sold on a competitive market.

OF THOSE TWO, WHICH METHOD DO YOU PREFER?
Of those two, the “surrogate market value" approach is certainly superior to the lost

revenue approach.

WHAT PROBLEMS ARE THERE WITH THE “LOST REVENUE” APPROACH TO
RECOVERING STRANDED COSTS?

Implicit in the “lost revenue" approach is the assumption that, under continued
regulation of generation, the utility should be guaranteed a fixed revenue stream.

Even under regulation this may not be the case, however, as customers may leave

" the system or command discounts because of alternatives other than retail

competition, e.g., transferring production or implementing cogeneration, and the utility
may not be able to recoup the lost revenue from the remaining load.

Moreover, the lost revenue approach implies that the utility's costs of
operating its plants are per se reasonable. However, it is plausible to expect that
excess costs can and should be mitigated. Suppose that regulators grant a utility a
13% rate of return but that under competition it could only earn a 10% rate of return.
Does that mean that the difference in earnings between the 13% and the 10%
represents “stranded costs”? | would submit that the answer is no. Recall that
reguiation is intended to be a proxy for competition. If the utility can only earn 10%
under competition, then the regulators, by definition, erred in granting 13% and that
difference should not be considered a true stranded cost. Yet another example

would be overhead costs. Most observers expect that, under the discipline of
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competition, owners will be able to operate their plants with much less overhead than
in the past. Even incorporating just historic levels of overhead will essentially
preclude consumers from seeing the benefits of the expected improvements in
efficiency.

Yet another conceptual problem with the “lost revenue” approach is that it
makes no reference to the book value of the underlying asset. Suppose, for
example, that the book value of an asset is zero, i.e., investors have completely
recovered the costs of this unit, but that the unit is still operating. If the market
cannot sustain its stand-alone running costs, then this plant should shut down. Going
forward costs should never be stranded because the operator always has the option
of not running the plant and instead purchasing on the open market. Yet under a
“lost revenue” approach this plant would appear to be contributing toward a stranded
cost burden. Now, suppose that the market price is above its incremental costs-but
below its fully allocated fixed and variable costs. In that case it makes economic
sense to run the plant because the net revenue is producing a profit for the operator.
Yet under a lost revenue method this plant would appear to be “losing” money and be
deserving of a stranded cost subsidy.

Still another problem with the lost revenue approach is that it thwarts

competition. If the transition charge is designed to “sop up” the difference between

current regulated rates and market rates, then the only way for customers to see any

benefit from competition is to beat the market. Clearly, almost by definition, this will

be extremely difficult to do.

HOW CAN ONE ESTIMATE THE MARKET VALUE OF A PLANT WITHOUT

OBSERVING THE PRICE IT WOULD COMMAND IN AN ARMS-LENGTH SALE BY
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A WILLING SELLER TO A WILLING BUYER?

By considering and reflecting in the valuation methodology, the factors that would be
considered by a willing buyer in determining the price it would be willing to pay for an
asset. Prospective buyers would likely evaluate a production asset as the stream of
future cash flows that the asset can be expected to generate for the new owner,
expressed as a net present value, discounted at the buyer's opportunity cost of
money. In implementing this conceptual approach, some buyers may value a plant
on the basis of its replacement value using the latest technology. (Of course,
adjustments would have to be made to account for differences in operating costs and

expected useful life of the proxy replacement plant and the plant being valued.)

HOW DO THESE METHODS DIFFER FROM A NET LOST REVENUES
APPROACH?

The differences are important, if subtle. A lost revenues approach examines the
plant from the perspective of the total revenues that would be expected under
continued regulation. A proper economic valuation considers only cash items,” takes
full advantage of tax laws, and considers other options such as repowering and the
most economic manner of operating the plant. Moreover, a lost revenues approach
loses sight of the fundamental definition of the problem-namely, that it is only the
difference between the book value and market value of an asset that is potentially

strandable.

" For example, depreciation would be excluded because it is not a cash item, but capital

improvements would be accounted for in the year they were made.
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WHAT FACTORS MUST BE ESTABLISHED PRIOR TO AN ADMINISTRATIVE
DETERMINATION OF THE COMPETITIVE OR MARKET VALUE OF A PLANT?

In the free cash flow method (as well as with the “lost revenues” approach), the
quantification of stranded costs necessarily depends on a long-term forecast of the
year-by-year values for market price of capacity and energy, as well as the future
operating costs include fuel expense, operation and maintenance expense, property
and other taxes related to the operation of the unit, expected capital additions, and
any other expected cash expenditures. It is also necessary to forecast capacity
factors of existing generation assets. Small changes in the forecasted levels of these
parameters can produce significant changes in the expected magnitude of a utility’s

stranded cost exposure.

SHOULD THESE CALCULATIONS BE PERFORMED ON A PLANT BY PLANT
BASIS?
Yes. When this approach is applied, it is necessary to look at the generation
resources on a unit by unit basis in order to screen out the effects of any units where
the going forward costs exceed the value of the sale of energy in the market. That is,
if the going forward cost of the unit exceeds market price, costs can be minimized by
shutting down the unit and not operating it, rather than by operating the unit and
incurring net out-of-pocket expenditures.

Another advantage of a plant by plant estimation is that it facilitates a true up

if a plant is sold at some time after the administrative determination is made.

IN ESTIMATING FUTURE OPERATING EXPENSES, IS IT REASONABLE TO

TAKE PAST EXPENSES AND EXTRAPOLATE AT SOME FIXED ESCALATION
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RATE?

Absolutely not. Utilities have already begun to reign in their operating costs in
reaction to wholesale competition and the portent of retaitl competition. This process
can only intensify in the future. This trend is typified, for example, by PacifiCorp, a
large western utility which notes, in its 1996 Annua!l Report,

Many of the Company's efforts to control operating
costs proved effective in 1996, keeping growth in fuel,
operations and maintenance and other costs well below
the growth in revenues. (Page 25, emphasis added)

DO THE RULES MANDATE THAT ANY PRODUCTIVITY GAINS BE PASSED
ALONG TO CUSTOMERS?

Unquestionably. Productivity gains are simply one way to mitigate stranded costs
and Rule R14-2-1607 specifically calls for consideration of the degree to which these

costs have been mitigated.

YOU STATED THAT THE OTHER UNKNOWN IN AN ADMINISTRATIVE
DETERMINATION OF STRANDED COSTS IS THE MARKET PRICE. WHY IS
THIS PROBLEMATIC?

Current market price indices are generally based on spot wholesale energy prices.
Therefore, they do not appropriately reflect the market price of the various types and
qualities of power that are fikely to be sold in competitive retail markets. Because
spot energy prices are typically lower than the prices of other competitive power
contracts, the exclusive use of spot energy to measure market prices is likely to

increase the magnitude of stranded costs.
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A spot market wholesale price is not indicative of the price that customers
realistically will be able to obtain if they desire intermediate to long-term retail firm
service. First, wholesale prices will be less than retail prices due to a host of factors
such as economies of scale, diversity, higher load factor, lower transaction costs,
lower losses, and others. Second, the existing indices are not for power with a

degree of firmness comparable to what most retail customers purchase today.

CAN YOU GIVE AN ILLUSTRATION WHY IT WOULD BE INAPPROPRIATE TO
USE A WHOLESALE MARKET PRICE IN THE CONTEXT OF AN
ADMINISTRATIVE APPROACH TO DEVELOPING A STRANDED COST ?

Yes. There are two compelling reasons why the use of wholesale market price is not
suitable for this purpose. The first is that utilities are not likely to sell the entire output
of their generation into the wholesale market. Second, if customers are only given
credit, so to speak, for a wholesale price, but must replace that energy at a retail

price, it is difficult to see how they can achieve any savings from competition.

ARE THE CURRENT RELATIVELY LOW PRICES OF MARKET. INDICES
REPRESENTATIVE OF MARKET PRICE LEVELS THAT YOU WOULD EXPECT
TO PREVAIL OVER THE LONG RUN?

No. Ultimately, the market price must reflect the long run (i.e., the operating costs
and the capital cost of new capacity) costs of future resources. This is an
inescapable law of economics. Current low rates are sustainable because utilities
are essentially assured recovery of their fixed costs through bundled rates to their
captive customers. In fact, this highlights a chicken and egg problem with the

administrative determinations of stranded costs-the lower the market price used, the
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higher the stranded cost determination, which in turn allows the utilities to endure low
selling prices for its marketing efforts, which leads to even higher stranded costs and

so on and so on.

CAN THE INHERENT UNCERTAINTY IN THE FORECAST OF MARKET PRICES
BE ALLEVIATED BY FUTURE TRUE UPS OR SANITY CHECKS?

Yes. This approach would apply a "new look" from the point of examination to the
end of the expected life of the asset being evaluated. Updated values for market
price would be determined based on more current information, and experience with
respect to cost reductions and improvements in efficiencies by the utility operating
the asset would also be incorporated. To the extent that the Commission had
specified cost reduction targets for the utility, they would be incorporated into the
valuation equation. While this approach helps overcome some of the more
fundamental data problems inherent with an administrative evaluation, it must be
recognized that at any point in time when a true-up is performed, there still must be a
forecast of all relevant parameters over the remaining life of the asset. A failure to
forecast to the end of the life of the asset would ignore the long-term measure of

asset value, to the detriment of current consumers.

MARKET-BASED METHODS OF CALCULATING STRANDED COSTS

CAN STRANDED COSTS BE CALCULATED VIA A MARKET BASED METHOD
AS OPPOSED TO AN ADMINISTRATIVE METHOD?
Yes. Stranded costs can also be quantified using market valuations of generation

assets or competitive power prices. Market mechanisms provide an objective and
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definitive measure of the market value of assets. Thus, the use of such mechanisms
can avert the need for prolonged legal proceedings to establish speculative,
administratively determined market price levels to quantify stranded costs. Market
mechanisms are attractive because the resuit of the market process defines the
market value of the assets. This, in turn, reduces much of the controversy

surrounding the quantification of stranded costs.

DOES A MARKET BASED METHOD FOR QUANTIFICATION ENTAIL TAKING A
SNAPSHOT AT SOME POINT IN TIME?

Yes. Consequently, there could be differences of opinion as to when that snapshot
should be taken. Some may wish to take this snapshot at the beginning of the
transition period when strandable costs appear the highest. My opinion is that a
snapshot taken at the end of the transition period, when competition is more

developed, will produce a more realistic picture.

WHAT MARKET BASED METHODS EXIST FOR QUANTIFICATION OF
STRANDED COSTS?

A non-exhaustive list of market based methods include:

> Asset sales to third parties through an auction or a negotiated sale;

> A spin-off, or a spin-down, of generation assets into a separately
traded entity;

> An independent appraisal of the market value of generation assets;
> Reverse power solicitation;
. A utility determination of a market price concomitant with universal

choice and an equitable sharing of stranded costs
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Each of these market mechanisms has its advantages and drawbacks. In fact,
strictly speaking only the first two methods can be said to be purely and totally
market driven. The remaining three methods all entail, to some extent, judgment by

third parties.

ASSET SALE

PLEASE DESCRIBE THE ASSET SALE METHOD.
The most direct market mechanism for quantifying stranded costs is through arms-
length, competitive asset sales to third parties. Under this approach, the stranded
costs associated with the sold assets would be determinéd by offsetting the sale
price of the assets against their net book value. These assets sales could be
accomplished either through private negotiations with potential purchasers or through
an open auction process. This market mechanism is attractive in that it establishes a
market price for individual utility generation assets. An added advantage is that, if
the sale is made to a wide array of purchasers, it could help mitigate market power.
One potential downside of an asset sale is that it may produce “fire sale”
prices that could exacerbate the stranded cost problem. However, if stranded costs
are shared, thé utility has an incentive to obtain the highest possible price, since
shareholders would have to absorb part of the shortfall from book value. On the
other hand, it is possible that market mechanisms applied to today's market
conditions could produce a price premium for generation assets. For example,
generation asset sales that occur prior to the availability of retail competition in a
particular market could garner high prices because they provide competitors with an

attractive means of entry into emerging power markets.
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Recognizing that market values may change over time for a variety of
reasons, some of which are related to the advent of retail competition, it is possible to
defer the market valuation in order to allow part of this phenomena to be reflected in
the market. For example, if retail access is to begin January 1, 1999, it might make
more sense to perform the market valuation in 2000 than to do it in 1998. Doing it
after retail competition is available would certainly allow for prospective purchasers to
have the benefit of the experience of operating in a competitive retail market; while
an early evaluation date would not. Of course, this deferral should not be used as an

excuse to delay the advent of retail choice.

IN AN ASSET SALE, WHICH METHOD DO YOU PREFER, AN AUCTION OR A
NEGOTIATED SALE?
An auction of generation assets is the most frequently applied market mechanism for
quantifying stranded costs that has been proposed to date in the U.S. This method is
being implemented by Pacific Gas and Electric Company (PG&E) and Southern
California Edison Company (SCE) in California, the New England Electric System
(NEES), COM/Electric, Eastern Utilities Associates, and Boston Edison Company in
Massachusetts, and by Central Maine Power Company and Maine Public Service
Company in Maine, among others. In New York, under agreements with the Public
Service Commission, New York utilities are divesting at least 22,800 MW of their total
36,615 MW of generation. In California, San Diego Gas & Electric Company recently
decided to auction its power plants. In New Jersey/Pennsylvania, GPU stated that it
will conduct an auction to sell all of its 34 generating stations.

An auction process is generally more desirable from the customer perspective

than a privately negotiated asset sale because the auction process attempts to
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increase the amount of competition to purchase an asset, thereby maximizing the

asset's price.

WHAT IS THE ROLE OF THE SELLING UTILITY IN AN AUCTION PROCESS?

Perhaps the most critical factor in the auction process is the role of the selling utility.
If the utility directly designs and administers the process, there is a concern that the
utility will have an interest in designing the auction in a manner that reduces the
resulting asset prices, simply because lower sales prices will translate into higher
aggregate levels of stranded cost recovery. However, this concern is mitigated if the
utility is put on notice that shareholders would be at risk for, let us say, 50% of the
difference between book value and sale value, or were allowed to retain a modest
share of a sale price sufficiently in excess of book value. Moreover, a properly
designed and supervised auction, such as an auction that uses sealed bidding, can
greatly reduce the potential for utility misconduct that might corrupt the auction
results. Use of an independent party can help. For example, an agreement reached
between Central Hudson Gas & Electric and the New York Staff specifies that an

independent auctioneer will be utilized.

SHOULD THE SELLING UTILITY, OR AN UNREGULATED AFFILIATE, BE
ALLOWED TO PARTICIPATE IN THE AUCTION?

The answer depends on the relative concern about market power and whether such
a condition is necessary to obtain the cooperation of the utility. Because many
utilities in the U.S. are reluctant to contemplate generation asset divestiture,
jurisdictions such as California and Texas have considered the possibility of

conducting asset auctions in which the selling utility would be allowed to participate in



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Page 23
Alan E. Rosenberg

the auction, either directly or through an aifiliate, and retain a right of first refusal to
match the bids of other parties, thereby giving the utility the opportunity to retain
ownership of its generation assets while accomplishing a market-based quantification
of the its stranded costs.

Such right of first refusal auctions could depress asset prices by reducing
participation in the auction and causing participants to discount their bids for assets.
This would occur primarily because potential buyers would recognize that an
information asymmetry exists between the utility and other bidders regarding the
operating performance and cost parameters of the utility's assets. Potential buyers
would be reluctant to aggressively participate in the auction if they believed that the
selling utility would use its information advantage to retain ownership of its most
profitable generation units, while allowing the less attractive units to be sold to its
competitors.

One possible solution to this problem is to require the utility to pay a fee in
exchange for exercising a right of first refusal in its own asset auction. This fee would
be added to the proceeds of the asset sales when the market value of the utility’s
assets was determined for the purpose of quantifying the utility’s stranded costs.
Other possible remedies would be to use any rejected bid as the floor on a stranded
cost determination and/or to moot any incentive payments if the utility simply sells the

plant to itseif.

WHAT HAVE BEEN THE RESULTS TO DATE OF THE AUCTION PROCESS?
Admittedly, there is not a large database to assess. Nevertheless, from what | have
been able to observe in the literature, sellers are realizing prices that are, in general,

considerably above book value and unexpectedly high.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Page 24
Alan E. Rosenberg

Spin-Off or Spin-Down of Generation Assets

Q

HOW COULD A SPIN-OFF OR SPIN-DOWN BE USED TO ESTABLISH
STRANDABLE COST EXPOSURE OF A UTILITY?

Under this method, stranded costs are quantified through a stock valuation when the
utility spins-off its generation assets into a separate, publicly traded, non-affiliated
corporation. The market price of the assets would be determined by using the
average daily closing price of the stand-alone generation company’s common stock
over a specified period of time. Alternatively, the market price of the spun-off assets
could be determined based on changes in the stock price of the original company
which spun off the assets. In either case, the utility’s stranded costs would then be
determined by offsetting the stock price against the NBV of the utility’s generation
assets.

A spin-down mechanism involves essentially the same procedure described
above. However, in a spin-down, the utility separates its generation assets into an
unregulated affiliate, and distributes new shares of stock in the unregulated affiliate to
its existing shareholders. The new affiliate’s stock is then independently traded.
Thus, a spin-down can accomplish a market-valuation of stranded costs without

requiring complete generation asset divestiture.

HAS A SPIN OFF BEEN USED TO ESTABLISH STRANDABLE COSTS IN THE
ELECTRIC INDUSTRY?

Not that | am aware of.
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WHAT ARE POTENTIAL DRAWBACKS OF THE SPIN-OFF OR SPIN-DOWN
APPROACH?

First, an auction could produce higher asset prices than a spin-off because buyers
might be willing to pay a “control premium” for the direct purchase of individual
assets. A spin-off would result in the creation of a publicly traded company owned by
numerous shareholders. Therefore, one entity would be unable to exclusively control
the operation of an asset.

Second, a spin-off can complicate the valuation of assets by introducing
factors that do not pertain directly to the intrinsic value of the generation assets being
sold. For example, investor perceptions regarding the quality of a newly created
generation company’s management could influence the new company's stock price.
Investors might also attribute more risk to a newly created, stand-alone company
simply because it has no operating history. Such perceptions could lead investors to
discount the value of the new company's assets. A market valuation based on a
spin-off can be further complicated if the spun-off company holds assets other than
generation assets. In such a case, the market's valuation of the non-generation
assets is likely to be factored into the new company’s stock price. It can be argued
that the consideration of such factors is not directly related to the inherent market
value of the generation assets themselves. As a result, the value of utility assets
could be captured more directly through an open auction.

Another complication with the use of a spin-off to quantify stranded costs is
that the spun-off company’s stock price is likely to fluctuate over time. Therefore, a
“snap-shot” assessment of the newly created company’s initial stock valuation might
not accurately reflect the trﬁe market value of the uhderlying generation assets. This

problem is exacerbated in the case of a spin-down because the initial stock valuation
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of the new affiliate would be determined by the holding company's management
when it distributes the affiliate’s stock among its shareholders. However, this
problem can be remedied by using the average stock price of the spun-off company
over a sufficiently long period of time as the market price of the underlying assets for
stranded cost quantification purposes. This approach would be more likely to reveal

the true market value of the utility’s assets.

Asset Appraisal

Q

A

HOW MIGHT THIS METHOD OPERATE TO ESTABLISH STRANDABLE COSTS?

Industry stakeholders would submit an agreed-upon list of impartial and qualified
asset appraisers, from which the Commission might select perhaps three, to value a
utility’s assets. The results of the consensus appraisal would then be used to
quantify the utility’s stranded cost exposure. If the utility rejected the appraisal, it
would then be required to spin-off, or sell, the assets. In addition, the Commission
should reserve the right to review and approve the appraisal to ensure that the utility
did not improperly reject an appraisal and then receive a lower sale price, an

eventuality that would increase the utility’s total stranded costs.

WHAT ARE THE ADVANTAGES OF AN APPRAISAL METHOD?

The major advantage of the appraisal approach is that it provides a means of arriving
at a market valuation of a utility’s assets without requiring asset divestiture. Thus,
this option is likely to be more palatable to most utilities. An asset appraisal can also
be considered superior to the pure administrative quantification in that the valuation
refies on the opinions of independent industry experts, as opposed to the testimony

of experts hired by the parties to a contested proceeding.
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The use of independent experts to appraise the utility’s assets could reduce
litigation surrounding the quantification of utility stranded costs. However, this
reduction in litigation might not materialize if the regulatory commission uses its
approval process to second-guess the appraisal results. If this were to occur, then
the appraisal would be effectively transformed into an administrative quantification of

stranded costs.

WHAT ARE POSSIBLE WEAKNESSES TO AN APPRAISAL APPROACH TO THE
STRANDABLE COST DILEMNA?

The dearth of price comparables from other generation asset auctions would make it
difficult to assess whether the appraisal resulted in a reasonable market value for an
asset. To the best of my knowledge, with the exception of the NEES, California and
others that | noted earlier, there are essentially no other completed generation asset
auctions in the U.S. that an appraiser could use as a measure of a particular asset's
market value. Also, the value depends upon the expected sales price of power, and
even these completed auctions may not be applicable in other geographic areas
since market prices will not be uniform from region to region. This absence of price
comparables introduces a significant element of speculation into the appraisal
process.

Finally, an asset appraisal is not truly market-based because it does not rely
on the interaction of buyers and sellers in a competitive market to arrive at an asset's
value. It is much easier for a regulatory commission to second-guess an appraisal
that is conducted in the abstract than it is to nullify the results of a completed asset
auction or spin-off. Therefore, the appraisal mechanism does not produce the

definitive market valuation of utility assets that is the most desirable feature of truly
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market-based quantification mechanisms.

Power Solicitation or Reverse Solicitation

WHAT IS A POWER SOLICITATION?

In a direct solicitation, the utility requests proposals for a given quantity of capacity
and energy from competitive providers. In a reverse solicitation, the utility auctions a
block of capacity and energy in the open market. In either case, the winning bid for
the block(s) of power determines the market price for electricity. This market price is

then used to calculate a utility's stranded costs.

WHAT ARE THE ADVANTAGES OF A SOLICITATION METHOD?
The major advantages of the solicitation approach are that it is fairly easy to

administer and it does not require asset divestiture or other restructuring of the

- utility’s operations. These features make a solicitation desirable to many utilities, and

perhaps to regulators who do not wish to address the issue of asset divestiture.

WHAT ARE THE DRAWBACKS TO A SOLICITATION METHOD FOR
DETERMINING STRANDED COSTS?

The principal weakness of the solicitation approach is that it produces a market price
for power, not for utility assets. Therefore, critical assumptions still must be made to
translate this power price into a stranded cost valuation. Needless to say, each of

these assumptions has a significant impact on the amount of a utility’s stranded

costs.
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WHAT KINDS OF ASSUMPTIONS MUST BE MADE?

The first major assumption made in the solicitation approach is that the solicitation
results provide a true indication of the regional market price for power. However, this
is not necessarily true. Any solicitation will be designed to purchase or sell a certain
quality of power (e.qg., firm power, curtailable power, seasonal power, peaking power,
etc.) for a designated period of time. This solicited power block represents only one
type of power that is available in competitive power markets.

Another variable in the process is the length of the contractual obligation. The
price that purchasers would be willing to pay for obligations of three years, five years,
ten years, etc., will likely be different. [t would seem appropriate that the contractual
obligation commit the seller to sell, and the purchaser to purchase, the contractual
quantity of power over a period somewhat representative of the life of the underlying
assets that are being evaluated.

Moreover, the solicitation approach assumes that a power auction conducted
in today’s market environment will yield a market price that is representative of future
prices in competitive retail markets. This is an unproven and debatable assumption.
Prices in regional power markets are likely to increase as existing excess supply is
absorbed by growing demand for electricity. In addition, it is possible that the advent
of retail access will ultimately create upward pressure on power prices by introducing
a large number of new buyers into power markets. Thus, there is a great deal of
uncertainty regarding the future pattern of compe'titive power prices. Therefore, a
solicitation conducted under today's market conditions might yield power prices that
are significantly different from the regional market clearing prices that will prevail after
the advent of retail access. If this proves to be the case, the solicitation mechanism

will not accurately quantify a utility’s stranded costs.
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ARE THERE ADDITIONAL ASSUMPTIONS THAT MUST BE MADE IN ORDER TO
TRANSLATE THE POWER PRICES RESULTING FROM A SOLICITATION INTO A
STRANDED COST VALUATION?

Yes. The solicitation approach is premised on the notion that a utility's assets should
be valued based on the estimated profit margins that its power plants are likely to
realize in competitive markets. While this presumption is basically accurate, the
difficulty with the solicitation approach is that the key parameters which drive the
expected profit calculation are based on administratively determined assumptions. In
a truly market-based asset valuation, potential purchasers of the asset make their
own independent judgements regarding projected power prices and plant operating
characteristics. The bidders who see the most profit potential in the asset will bid the
highest prices. By contrast, the solicitation approach requires regulators to specify
the critical cost parameters that are used to value the utility’s assets. For example, if
the capacity blocks put out for bid do not comport with the actual capabilities of the

plant, the potential profits will be understated.

A Utility Determination of a Market Price Concomitant with
Universal Choice and an Equitable Sharing of Stranded Costs

Q

WHAT IS THE LAST MARKET BASED METHOD THAT YOU WILL DISCUSS?
Unlike the previous methods discussed, this method would not require the
Commission to arrive at a specific calculation of the utility's strandable costs, i.e., itis
a results driven method. The fundamental steps of this approach are as follows:

1. The utility chooses a level of production costs that it believes would be
competitive in an open market.

2. Regulated but contestable rates for generation are designed to recover the
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level of costs selected in Step 1.

A specified percentage, e.g., 50%, of the above market production costs, i.e.,
the production costs that are reflected in rates less the competitive level
selected in Step 1, will be recovered from current customers via a transition
charge.

As long as the utility continues to collect the transition charge, i.e., for the
duration of the transition period, customers would have the choice of either
continuing to buy generation from it at the regulated rate plus the transition
charge, or of buying generation from any third party and paying the host utility
only the transition charge. Of course, in either case the customer would pay
the appropriate unbundled, cost-based delivery charge.

Q WHY DO YOU CHARACTERIZE THIS AS A MARKET DRIVEN APPROACH?

This approach provides the utility with a strong incentive to choose the most realistic

estimate of market prices that are sustainable over the long run, because the closer

the forecast market prices are to the actual market prices, the greater will be the

utility’s revenue.® The algebraic proof of this is shown on Exhibit AER-1, Schedule 1.

As an expedient, this proof uses a 50/50 sharing for clarity and simplification.

Q WHAT ARE THE OTHER ADVANTAGES TO THIS APPROACH?

Other advantages of this approach are that it:

avoids the controversy over choosing an appropriate market price,
gives the utility an incentive to mitigate its stranded costs,
avoids the problem of ex post reconciliation,

allows customers of high cost utilities to experience immediate savings even if
they remain customers of the utility, and

8 Another element of this approach is that, as long as the utility continues to assess a non-
bypassable stranded cost charge, its generation assets woulid remain under regulation. This is
because while its generation is being subsidized by a regulatory artifact, it is only appropriate that it
continues to be subject to regulatory oversight. This also provides the utility with an additional
incentive to hasten the end of stranded cost recovery.
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. it eliminates the step of translating a total strandable cost estimate into a CTC
charge.

Q CAN YOU PROVIDE A SIMPLIFIED ILLUSTRATION OF HOW THIS METHOD
WORKS AND WHY THE UTILITY MAXIMIZES ITS REVENUE BY CHOOSING AN

ACCURATE MARKET PRICE?

A Certainly. | will only be discussing generation-related costs because those are the

costs that are potentially stranded and for the sake of expediency, we will state all
costs as 6¢ per kWh.® Also for the purpose of this illustration, | will assume that the
sharing percentage is 50/50. Let us suppose that a utility’s total embedded cost of
generation is 6¢ per kWh, and hence that is the rate set under traditional regulation.
Further suppose that the “actual” competitive or market rate is 3¢ per kWh. Consider
the following three scenarios. In the first scenario (which | will refer to as the base
case) the utility chooses 3¢ per kWh as its competitive rate. Under the Market Based
Sharing Proposal (with a 50/50 sharing), the utility would be obligated to offer its
customers a 3¢ rate for generation, and the Competitive Transition Charge (CTC)"
would be half the difference between that rate and the fully regulated rate, or 1.5¢ per
kWh. The utility'thus gets a total of 4.5¢-for its output, 3¢ from the customer (or the

market) and 1.5¢ as a CTC. Note too that all customers, even those who stay with

° In reality stranded costs will be fixed in nature, i.e., more related to peak demands than to
energy produced, and hence stranded cost recovery mechanisms should be expressed in terms of
dollars per kilowatt of demand rather than per kilowatthour of energy. Nevertheless, it is common
parlance to express total production costs on the basis of energy alone. This is mainly for
simplification of the illustration of concepts.

' 1t is important to note that when we speak of a 50/50 sharing, or any other a priori sharing
arrangement, that is only on an a priori basis with no presupposition of mitigation. Under this method
the utility would retain the proceeds from any and all mitigation measures subsequent to the start of the
transition period as a quid pro quo for a meaningful a priori sharing.
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the utility for any reason, enjoy a 1.5¢ savings vis-a-vis the fully embedded rate.

In the second scenario, the data is the same as the first, but the utility
chooses an unrealistically low contestable charge, let us say 2¢ per kWh. Under all
other stranded cost recovery methods, the utility would reap windfall benefits for such
an underestimate of market costs. However, let us examine what happens under this
method. The CTC is now set at 2¢ per kWh (or one half the difference between 6¢
and 2¢). Customers would now choose to buy their power from the utility for 2¢ per
kWh ( because it is less than the market price), for a total cost of 4¢ per kWh. Thus,
the customers savings are 0.5¢ per kWh higher (and the utility's revenue is 0.5¢
lower) than in the base case. The utility, not the customer, has borne the risk of the

erroneous estimate.

WHAT WOULD HAVE HAPPENED HAD THE UTILITY CHOSEN AN
ARTIFICIALLY HIGH MARKET PRICE?
Suppose the utility selects too high a level for its contestable production charge, let
us say 5¢ per kWh. In this case the CTC will be calculated as 0.5¢ per kWh.
However, customers will then abandon the utility in favor of buying from others at the
market based rate of 3¢. The customers' new cost will be a total of 3.5¢, as will the
utility’s revenue as it too must turn to the market as an outlet for its production.

Note that in order for this mechanism to work, there must be three
prerequisites. First, the utility must be obligated to sell to its present customers at the
contestable rate it selected for the duration of the transition period. Second, all

customers must have the ability to shop for and buy at a market based rate if that is

less than the utility’s contestable charge. Third, there must be a meaningful sharing

of the uneconomic generation costs. These are the quid pro quo’s for the utility being
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allowed to choose the contestable charge. Absent these imperatives, the utility
can game the system. Thus, regulators must still utilize a modicum of
judgment and plain old common sense to insure that the final result is

reasonable.

WHAT PRAGMATIC CONSIDERATIONS ARE INVOLVED IN THIS METHOD?
First, although utilities will maximize their revenues with an accurate choice of market
price, the Commission must still be sensitive to the possibility that the utility will opt
for an unrealistically low price. For instance, the utility may be motivated to sacrifice
revenue during the transition period in order to freeze out competition. This type of
pricing should be discouraged.

Second, to the extent that all customers may not have choice, the
Commission should be alert to the possibility that the utility not choose too high a
market price. If customers do not have choice, the utility knows it can extract an
artificially high price from the captive customers. (This is the “flip side” of the first
consideration discussed in the previous paragraph).

Third, the Commission will have to decide how often to allow the utilities to
change the market price during the transition period. Most observers expect market
prices to rise over the next decade. While it is not unreasonable to allow the utility to
change its market price on a periodic basis, this change should be accompanied by
an increased portion of the price difference (between current regulated rates and the
market price) being absorbed by the utility (and conversely, of course, a smaller
fraction being used for the transition charge).

Fourth, although it is not imperative that the sharing be precisely 50/50 in

order for this method to work, the Commission should be aware that the greater the
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portion of price difference that is allowed for the transition charge, the greater is the

utility bias toward choosing a spuriously low market price.

HAS THIS METHOD EVER BEEN USED TO RECOVER STRANDABLE COSTS?

| do not believe so. However, | did propose this method in the context of a Central
Hudson Gas & Electric restructuring case in which | represented an organization
known as Multiple Intervenors (Ml). In the Recommended Decision in Case 96-E-
0909 Judge Rapheal Epstein found:

Ml's proposal purports to overcome these concerns by
taking the estimation of strandable costs out of the
realm of administrative fiat and, instead, assigning the
Company the risks and benefits of analyzing what level
of costs it can recover in the market. ..... The attraction
of Ml's approach is that it relies on a market based
determination of strandable costs, instead of having the
parties return in four years to negotiate or litigate an
administratively determined value as a proxy for the
market.

HOW TO CONVERT A STRANDABLE COST ESTIMATE

INTO A COMPETITIVE TRANSITION CHARGE

Q

ONCE AN ESTIMATE OR DETERMINATION OF A UTILITY'S TOTAL
STRANDABLE COSTS IS MADE, AND THE AMOUNT ALLOWED TO BE
RECOVERED FROM RETAIL CUSTOMERS IS RESOLVED, WHAT ARE THE
STEPS NECESSARY TO DESIGN AN APPROPRIATE CTC?

As | noted above, under the Market Based Sharing approach, the utility essentially is
allowed to structure the CTC. Under all other methods there are essentially two
schools of thought on this. Under what | will call the top down approach, an
administratively determined market price for each rate class is determined or

specified. This becomes the charge that the customer avoids by purchasing from an
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alternative supplier. The CTC is then the residual or difference between this
“generation credit price” and the production charge that is embedded in current rates.
The CTC continues to be in effect for as many years as it takes to completely recover

the allowable stranded cost amount.

WHAT IS THE OTHER SCHOOL OF THOUGHT ON THE DESIGN OF THE CTC?

The other approach is a bottom up approach. Under this process, the CTC is
explicitly designed and it is the contestable portion of the production charge that
becomes the residual. | use the term contestable (or avoidable) because it is this
component of the rate that the consumer will shop for-if it finds a better rate, it buys
from the alternate supplier (assuming that price is the sole criterion for choosing a

supplier), if not, it stays with the local utility.

IF THE CONTESTABLE “PRODUCTION RELATED” COMPONENT OF THE RATE
IS DERIVED ON A RESIDUAL BASIS, IS IT POSSIBLE THAT THIS RATE COULD
BE GREATER THAN THAT WHICH COULD BE OBTAINED FROM A THIRD
PARTY SUPPLIER?

Certainly it is possible. In fact, if it were not possible to do so, competition would be

pointless.

UNDER THE BOTTOM UP APPROACH TO DESIGNING A CTC, WHAT ARE THE
NECESSARY STEPS?

The first step is to decide over how many years the CTC will be collected. The
shorter the collection period, the sooner consumers will be able to enjoy genuine

competition without these artificial access rates. Unfortunately, the shorter the
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recovery period, the higher will be the CTC while it exists, all other things being
equal. Consideration must be given to balancing those two countervailing
objectives-~a brief transition period and a low CTC.

The second step is to allocate the annual collectable amount for strandable
costs among the rate classes. In order to minimize rate disruptions, this allocation
should conform to the historic methods that the underlying strandable assets have
been allocated among rate classes.

The third step is to design a rate, based on forecast billing units, that would be

expected to recover the annual strandable cost amount.

Q IF THE TOTAL ALLOWABLE STRANDED COST AMOUNT IS COLLECTED OVER
A PERIOD OF SEVERAL YEARS, SHOULD THE UTILITY BE ALLOWED TO
COLLECT A RETURN ON THE UNCOLLECTED PORTION OF STRANDABLE

COST?

A It is my recommendation that the utility be allowed to recover the cost of debt

supporting these assets but that the utility not be allowed to earn a return on equity
for that component of the financing. Strandable assets may be used, but they are not
economically useful. Consequently, a full return is not warranted. As a general rule,
Commissions have found that excessive costs, even if prudently incurred, may not be
fully recoverable from customers. For example, in a Texas decision involving Central
Light & Power Company rendered in March, 1997 the PUC of Texas found:

CPL does not have generation assets sitting idle

somewhere with “ECOM” written on them.' Instead
ECOM exists in CPL’s currently functioning generation

" ECOM is the acronym that the Texas Commission uses for strandable costs. 1t stands
for Excess Cost over Market.
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units, that it uses to generate power it needs to serve
customers, while maintaining an appropriate reserve.
To the extent that these units produce rates which
exceed the revenue they would produce in a
competitive environment, they are less “useful® to
current customers.

(Docket 14965, Finding 364, emphasis added)

ARE THERE ANY ADVANTAGES TO DENYING A FULL RETURN ON THE
UNAMORTIZED STRANDABLE COSTS?

Yes. It will provide an incentive for the utility to sell the plants because they will not
be earning a full return. Moreover, denying or reducing the return on the uncoliected

strandable costs will allow for a shorter recovery period, all other things being equal.

CAN YOU PLEASE SUMMARIZE YOUR CONCLUSIONS AND
RECOMMENDATIONS?

Certainly. First, market based approaches for determining strandable cost are
superior to administrative ones, with divestiture being the optimal method. Under
certain conditions and safeguards, and if divestiture is not an option, 1 find the utility
market choice method to be most advantageous.

Second,'if an administrative approach is used, it is advisable to use more than
one method to provide a reasonableness check of any one method or determination
or to narrow an otherwise wide range of estimates.

Third, the lost revenues approach is the least satisfactory of any
determination method.

Fourth, strandable costs must be net of any stranded benefits, and only
mitigated costs should be eligible for recovery. This means that not only should the

utility have demonstrated past efforts for mitigation, but that a reasonable amount of
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future mitigation should be implicit in the calculations.

Fifth, strandable cost recovery should be viewed as extraordinary relief to
utilities. Because transition charges are barriers to competition, they should be
minimized-in both size and duration-to the greatest extent possible.

Sixth, the surest mechanism to encourage mitigation and to limit anti-
competitive effects is to ordain an a priori sharing of stranded costs between

shareholders and consumers.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes, it does.
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Qualifications of Alan Rosenberg

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

Alan Rosenberg. My business mailing address is P. O. Box 412000, St. Louis, Missouri

63141-2000.

WHAT IS YOUR OCCUPATION?
| am a consultant in the field of public utility regulation and am a principal in the firm of

Brubaker & Associates, Inc., energy, economic and regulatory consultants.

PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE.

| was awarded a Bachelor of Science Degree from the City College of New York in 1964
and a Doctorate of Philosophy in Mathematics from Brown University in 1969.
Subsequently, | held an Assistant Professorship of Mathematics at Wesleyan University
in Connecticut. In the summer of 1975, | was a Visiting Fellow at Yale University. From
July, 1975 through January, 1981, | was Assistant Controller for a division of National
Steel Products Company. My responsibilities there included supervision of management
accounting, cost accounting and data processing functions. | was also responsible for
internal control, working capital levels, budget preparation, cash flow forecasts and capital
expenditure analysis. From February, 1981, through December, 1981, | was Project
Manager of the Steel Fabricating and Products Group, National Steel Corporation,
respofnsible for implementing an integrated general ledger system. | have published in
major academic journals and am a member of the International Association for Energy

Economics.

BRUBAKER & ASSOCIATES, INC.
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In January, 1982, | joined the firm of Drazen-Brubaker & Associates, Inc., the
predecessor of Brubaker & Associates. - Since that time, | have presented expert
testimony on the subjects of industry restructuring, open access transmission, marginal
and embedded class cost of service studies, electric and gas rate design, revenue
requirements, natural gas transportation issues, demand-side management, and
forecasting.

| have previously testified before the Federal Energy Regulatory Commission as
well as the public service commissions of Connecticut, Delaware, Florida, lilinois, lowa,
Massachusetts, Michigan, Montana, New Mexico, New York, Ohio, Rhode lIsland,
Vermont, Virginia and the Provinces of Alberta, British Columbia, Nova Scotia, and
Saskatchewan in Canada. | was an invited speaker at the NARUC Introductory
Regulatory Training Program and a panelist at a conference on LDC and Pipeline
Ratemaking sponsored by the Institute of Gas Technology. | have also spoken at several

conferences on the topic of competitive sourcing of electricity for industrial users.

BRUBAKER & ASSOCIATES, INC.
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PROOF THAT UTILITY'S REVENUES ARE MAXIMIZED IF
FORECAST OF MARKET PRICE EQUALS ACTUAL MARKET PRICE

Definitions

Current Supply Charge (CSC) Supply Charge at status quo, i.e., Current regulated
charge for the supply function.

Estimated Market Price (EMP) Forecast of market price which becomes regulated
and contestable unbundled supply price.

Actual Market Price (AMP) Prevailing price in a competitive market.

Transition Supply Surcharge (TSS) Additional charge for supply, paid to former
provider, that is independent of future source of
supply.

Utility Revenue (UR) The total revenue the utility receives for its

generation, including transition charges

Assumptions
TSS equals 50% of difference between CSC and EMP, or

(1)  TSS=.5*(CSC - EMP)

Customer can purchase from utility at EMP or at market for AMP, hence

(2) UR = lesser of EMP or AMP, plus TSS

Proof
1 Case 1: EMP = AMP
In this case, UR = EMP + TSS
| = EMP + .5 * (CSS - EMP)
=.5*(EMP + CSS)
Since EMP = AMP, we have

(3) UR=.5*(AMP + CSS)




Exhibit AER-1 ()

Case 2: EMP < AMP
In this case,
EMP = AMP -D, whereD>0
Since EMP < AMP, our second assumptions implies
UR=EMP + TSS
=EMP + .5* (CSC - EMP)

=AMP-D + .5 *(CSS - AMP + D)

AMP - 5AMP-D+ .5D +.5CSS

S *(AMP + CSS)-.5*D
Since D > 0,

(4)  UR<.5*(AMP + CSS)

Comparing (3) and (4), we see that UR in Case 2 is less than it is under Case 1.

Case 3: AMP < EMP
In this case,
EMP = AMP + D, where D >0
Since AMP < EMP, our second assumption implies
UR=AMP + TSS
= AMP + .5 * (CSC - EMP)
= AMP + 5 * (CSS - AMP - D)
=AMP - .5 AMP - 5D + .5 CSS
=.5*(AMP +CSS)-.5D
Since D > 0,

(5) UR <.5*(AMP + CSS)

Comparing (3) and (5), we see that UR in Case 3 is less than it is under Case 1.

Schedule 1
Page 2 of 2
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INTRODUCTION
Quest. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
Ans. My name is Albert Sterman. Iam currently vice-president of the Arizona
Consumers Council. My address is 2849 East 8" Street, Tucson, Arizona 85716. I have
been on the Board of the Arizona Consumers Council since 1972 and have held all offices
for that organization.
Quest. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPCITY?
Ans. The Arizona Consumers Council is a voluntary not-for-profit 501 C 4 consumer
organization involved in representing consumers on utility and other consumer issues since
1967. I am a volunteer Board Member and have been on the Board of the Council since
1972 and have held all offices for that organization. Additionally, 1 have represented the
Council before this Commission and the legislature for over 15 years. Currently I am on
the Board of the Electric Consumer Alliance, a national organization dealing exclusively
with electric restructuring. I also chair the telecommunications committee for the
Consumer Federation of America. The Arizona Consumers Council has designated me
to testify on behalf of the organization. I have been involved in most of the working group
meetings on Stranded Costs under this Docket.
Quest.  WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
PROCEEDING?
Ans. I will address certain issues set forth in the Commission’s Procedural Orders of
December 1 and subsequent amendments. These include important Arizona Consumers

Council policy issues that affect residential and small business electric utility consumers




regarding stranded costs. Dr. Marc Cooper from Washington, DC will also serve as our expert witness

on stranded costs and consumer issues.
SUMMARY

Quest. WOULD YOU SUMMARIZE THE ARIZONA CONSUMERS COUNCIL’S RESPONSE
TO EACH OF THE ISSUES IDENTIFIED IN THE DECEMBER AND SUBSEQUENT
PROCEDURAL ORDERS.

Ans.  Yes. Set forth below are the issues listed in the December and subsequent Procedural

orders along with a surnmary of the Council’s response as set forth in the testimony.

Issue No. 1. Should Electric Competition Rules be modified regarding stranded
costs, if so, how?

No. We support the working group’s position that the definition of stranded costs
contained in R14-1601 of the rules should not be changed.

Issue No. 2. When should “Affected Utilities” be required to make a “stranded
cost” filing pursuant to A.C.C. R14-2-1607?

The filing date must allow sufficient time for the Commission staff to evaluate each
filing for prudent unmitigated stranded costs to determine what costs are warranted.
Filings should be as soon as possible, but no later than six months prior to the
implementation of competition. The Commission should consider a number of
issues in making its determination regarding stranded costs: imprudent investments,
as well as unmitigated stranded costs. The Commission should review any new
revenue opportunities that will be available to the imbedded utilities under
competition. These include but are not limited to assets whose market value will
increase substantially under competition and which are now paid for under present
rates (e.g. fiber optic distribution system, new generation facilities used in the
competitive market), and previously compensated risk (i.e. risk premiums already
paid to utility sharcholders).

Issue No. 3. What Costs should be included as part of “stranded costs”™ and how
should those costs be calculated?

The Commission must consider “stranded costs™ as well as "stranded benefits™ We
support the netting of all negative and positive stranded costs (assets and

obligations such as power purchase contracts) in the determination of recoverable

N



amounts. The working group identified several categories that should be included
in any “Stranded Cost” filing. These include generation assets, power purchase
agreements, fuel contracts, regulatory assets, employment transition costs and
environmental mandates. These all appear to be reasonable for inclusion in the
calculation of stranded costs as long as the affected utilities have attempted
diligently to mitigate these costs.
Prior to decisions on the calculation methodology, quantified analysis of customer
impacts must be prepared and available to the public for review.
No. 3. Sub-issue. (First Amended Procedural Order, dated December 11, 1997)
Should the recommended calculation methodology and assumption made include
any determination of the market clearing price?
Staff recommends Net Revenues Lost because of its ease. The Arizona
Consumers Council position is that market based principles need to be part
of the calculations. Of the methods presented, the method recommended
by the Arizona Consumers Council and others is the Replacement Cost
Valuation. This method has the support of most of the consumer groups
represented in the working group. This method calculates stranded costs on
an asset-by-asset basis by taking the difference between a utility’s net book
valuc of generation asscts and the current replacement costs of those asscts
(market value) using the most cost effective technology available in the
market. The replacement cost includes an adjustment for any capitalized
energy value implicit in utility facilities which might have variable energy
costs lower than the replacement technology. The replacement cost
cvaluation is intended to serve as a proxy for the sale of generation asscts.
This approach to stranded costs involves a direct measurement of asset
values in a point of time, as opposed to focusing on forecasted revenue
differentials over time. The Commission does not need a reminder of the

difficulties to forecasting into the future.



Issue No. 3. Sub-issue. What are the implications of the Statement of
Financial Accounting Standards No. 71 resulting from the recommended
stranded calculation and recovery methodology?
The Arizona Consumers Council is not presenting an argument for or
against the continued use of SFAS #71. The Arizona Consumers Council
does, however, affirm its support of the need for utilities to mitigate
stranded costs. We are not adverse to the use of tax write-offs for
mitigation. Changes in Generally Accepted Accounting Principles (GAAP)
for utilities must not become means for shifting costs to residential—
especially low income and rural—consumers as well as other residential and
small business consumers. As we proceed to modify utility regulation,
every decision must include (as appropriate) quantified information with
consideration of the impact on residential and other small consumers.
Issue No. 4. Should there be a limitation on the time frame over which “stranded
costs” are calculated?
Stranded costs should be calculated from the date of the Commission’s
initial order to implement competition, December 26" 1996. Any
investments and/or charges made after that date must be disallowed.
Issue No. 5. Should there be a limitation on the recovery time frame for
“Stranded Costs”?

Staff recommended a ten year period for recovery of stranded costs, The
working group members recommended a time between three (3) and
seven (7) years. The seven year number should be the upper limit; a more
realistic figure should be five (5) years which corresponds to the
implementation of full competition. Whatever time frame is used, it should
be fixed in the rules and known prior to the implementation of competition
at which time stranded cost recovery ends. The longer the time frame, the
more skewed the market could become, and the longer the promised
benefits to competition will be withheld from residential and small business

Consumers.




Issue No. 6. How and who should pay for “stranded costs” and who, if anyone,

should be excluded from paying stranded costs
Under the rules, stranded costs are to be recovered only from those
participating in the competitive market. This appears reasonable. Those
not in the competitive market do not have the opportunity to benefit from
competition. Additionally, those customers on standard offer are paying
their share of stranded costs in the rates approved by the Commission.
Stranded costs should be collected using a non-bypassable distribution
access charge applied on a per kWh basis to the volume of energy sales.
New entrants should also help pay for stranded costs through a market
access charge (entrance or license fee) applied on a per kWh basis on the
volume of in-state energy sales. Organizations or businesses who choose
self-generation should be required to pay the same charges as their class of
customer during the transition period or until stranded costs are satisfied.
All parties engaging in the competitive market should participate in stranded
cost recovery. No individual or entity should be excluded from paying
stranded costs. Captive rate payers on standard offer and those who do not
choose or are prohibited from engaging in the competitive market will
continue to pay their equivalent of stranded costs in the approved rates of
the Commission.

Issue No. 7. Should there be a true-up mechanism and, if so, how would it

operate?

The Commission should use no methodology that will raise prices of those
who choose or are required to remain on standard offer. True-ups must not
be used to raise the amount of stranded costs. Public input on rates is
critical if any true-ups are allowed by the Commission

Issue no. 8. Should there be price caps or a rate freeze imposed as part of the
development of a stranded cost recovery program and, if so, how should it be

calculated?



Yes. The Arizona Consumers Council supports a price cap to protect
residential and small business and other vulnerable rate payers. In order to
insure that increases in rates do not occur for captive consumers, we
support cap on rates. The cap is consistent with the proposition that
competition will bring down rates. The benefits of competition must accrue
to all classes of rate payers. The cap will assure that non participants in the
competitive arena will not be harmed because of competition. The
Commission should periodically review rates for those taking the standard
offer. If the Commission finds a significant decrease under competition, all
classes of consumers will benefit, including those on standard offer. Rate

caps should not be a deterrent to lower rates for these consumers.

Issue No. 9. What factors should be considered for “mitigation” of stranded

costs?

Utilities should reduce costs using industry and gencral business practices
that mitigate stranded costs. Caution should be taken so that actions such as
accelerated depreciation do not place an undo burden on captive customers,
especially low income and residential consumers. All customers are paying
for potential stranded investment now and should in the future. The
Arizona Corporation Commission could provide a financial incentive to

utilities to mitigate costs by not allowing for 100% recovery.



SUMMARY
DIRECT TESTIMONY OF ALBERT STERMAN
STRANDED COST DOCKET NO. U-000-94-165

My direct testimony is the Arizona Consumers Council’s and my own
perspective on the issue of stranded costs in the above docket. It also
attempts to answer the nine issues cited by staff in their in the Arizona
Corporation Commission’s Procedural Orders dated December 1 and 11,
1997. The issues are prioritized in the summary.

The most important issues facing the Commission as we move into this
new competitive arena is how we protect residential, small business and low
income consumers from the downside of competition. Large users of
energy (i.e. mines, large industrial and commercial businesses, and govern-
ment entities will have little trouble cutting deals with the utilities and new
market entrants for the lowest possible prices. For these customers a
relatively small reduction in generation costs could mean Hugh savings.
But, small consumers because they are dispersed and consume relatively
small amounts of electricity may, in fact be at the mercy of utilities and
new market generators. Small consumers may be forced to pay above
market prices.

Stranded Costs must be collected from those who participate in the com-
petitive market. Consumer who will be on Standard Offer or do not or
cannot participate are now, and will continue to pay for stranded costs in
their Commission approved rates. The calculation must include the netting
of negative and positive stranded costs. Additionally, the Commission
should review any new revenue opportunities that will be made available to
present assets, previously compensated risk, imprudent investment as well
as prudent unmitigated investments.

The calculation methodology should be Replacement Cost Valuation.
This method has the support of almost all of the Consumer groups present

at the working groups sessions. It is the only way that the Commission can



be assured that customers are paying for prudent unmitigated stranded
costs.

The time frame for recovery should be as short as possible. The
payment of stranded costs should be through a non bypassable wires charge
on energy sales. New market entrants should be assessed an entrance or
license fee on the same basis. Those who choose to self generate must also
be required to contribute on the same basis.

To insure captive customers are treated fairly and benefit from
competition, at the very least, a rate cap must be imposed. It should be
reviewed periodically and be adjusted downward if the rewards of

competition come to fruition.
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REBUTTAL TESTIMONY
OF
BENJAMIN A. McKNIGHT

{Docket No. U-0000-94-163

. INTRODUCTION AND PURPOSE OF TESTIMONY

PLEASE PROVIDE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.
My name 1s Benjamin A, McKnight. [ am a certified public accountant and a partner in the firm
of Arthur Andersen LLP (Arthur Andersen), independent public accountants. My business

address is 33 West Monroe Street, Chicago. [llinois 60602.

PLEASE DESCRIBE THE FIRM OF ARTHUR ANDERSEN.

Arthur Andersen is an independent public accounting firm with more than 325 offices in over 75
countries located throughout the world. Our clients include a large number of New York Stock
Exchange companies. We provide audit services to approximately one-third of the electric and
gas distribution companies in the Unued States and to a substantial number of natural gas
sansmission, water and telephone companies. However. our clients are. for the most part. users

of regulated utility services rather than suppliers.

PLEASE STATE YOUR PROFESSIONAL BACKGROUND AND QUALIFICATIONS
TO TESTIFY AS AN EXPERT WITNESS IN THIS PROCEEDING.

I have a Bachelor of Science degree from Florida State Universitv-and a Master's in Business
Administration from Northwestern Universitv. [ have been with Arthur Andersen since 1971
A substantial portion of my career has heen devoted to accounting and reguiatory matters
related to regulated electric. gas. telecommunications and water companies. | have performed
numerots audits of these companies. 1 have participated in or been responsible tor the
determumation of hustorical cost. working capital and cost of service. including affthated
ransactions, as required by state and federal regulatory commissions, and have supervised our

ge number of

professtonal seryices i connection wath numerous rare case proceedings and a lar
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public financings. | have testified on accounting and regulatory matters before various utility
commissions, including the Arizona Corporation Commission (the Commission). | have also
testified in proceedings addressing accounting, regulatory and tax issues before the United
States District Court. United States Treasury and Internal Revenue Service National Office

officials.

I have authored a chapter on regulation and accounting for regulated enterprises published in
Accountants Handboos, (Eighth Edition. € 1996 by John Wilev & Sons. Inc.) and co-authored
a chapter on natural gas industry accounting and financial reporting developments published in
The 1994 Nutural Gas Yearbook (€ 1994 by Executive Enterprises). | am a frequent speaker on
regulatory and accounting subjects before regulators, industry groups and professional
organizations. | am a member of the American Institute ot Certified Public Accountants

{AICPA) and the lllinois CPA Sociery.

WHAT ARE YOUR RESPONSIBILITIES?

I'am the Accounting and Audit Technical Coordinator for Arthur Andersen’s Utilities and
Telecommunications Industries Program. which imcludes our practice with respect 1o electric.
natural gas. telecommunications and water companies. [n this capacity. | am responsible for the
consistent applications of accounting principles and audit procedures relating 1o our clients in
these industries. | am or have been the engagement partner for various electric and gas utility
and telecommunications chients. meluding Northern HHinows Gas Company., 1ES Industries.
Central Hlinots Light Compans. Kentooky Unihittes Company. Commonwealth Edison Company
and Telephone & Data Systems. Inc | served a three-vear term as chairman of the AICPA'S
Public Vtilities Committee. of which Twas a member trom October 1986 through September

19U The activities of the Committee nclude sem-annual biaison meetings with the Staft

~ubeomimitiee on Agcounts of the National Assoctation of Rezulatory Utiliy Commissioners
and the acconnting statts ot vanous recufatory commisstons, inctuding the Securities and

Fychange Commussion. T have waorked closely with the Financial Accounting Standards Board

CFASBY and 1ty st on vanous techneal and practice sstes rezarding regulated enterprise
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projects. including those addressed to its Emerging Issues Task Force (EITF). The FASB is an
authoritative body, which established a common set of tinancial accounting concepts, standards,

procedures and conventions commonly known as generally accepted accounting principles

(GAAP).'

Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS
PROCEEDING?

A. My rebuttal testimony on behalf of Arizona Public Service Company (APS or the Company)

addresses the information submitted in this proceeding regarding the implications of the
Statement of Financial Accounting Standards No. 71 (FAS 7). dccounting for the Effects of
Certain Tvpes of Regulation, resulting from the recommended stranded cost calculation and
recovery mechanism. | will also comment on the financial reporting impact resulting from

various proposals presented in this proceeding.

1I. SUMMARY

Q. WOULD YOU PLEASE SUMMARIZE YOUR TESTIMONY?

A Direct testimony submitted in this proceeding provides an accurate overview of the financial

reporting followed by rate-regulated enterprises. The direct testimony also addresses the
relevant financial reporting guidance that should be applied when a previously rate-regulated
entity becomes deregulated for all or a portion of its operations. Among the issues covered by
that guidance is the financial reporting tor regulatory assets when deregulation occurs. Future

regulated cash tlows determine whether regulatory assets should be recorded or written off.

" The phrase “generally accepted accounting principles”™ is a technical accounting term that encompasses
the conventions. rules and procedures necessary to detine accepted accounting practice at a particular time.
ft includes not onhy broad guidelines ot general application. but also detailed practices and procedures.
Those conventions. rules and procedures provide astandard by which to measure tinancial presentations.
Statement on Audiung Standards No 69, The mewung of Present Fawrfy in Conformin: with Generally
Aceepted decownne Prciples i the Indepesdent Studitor v Report.a pronouncement of the Auditing
Standards Board. the senmor technical body ot the ANCP A revies the generally aceepted accounting
principles hierarchy tor financial statements of nongovernmental entities.
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APS, as a result of Decision No. 39601, currently has a regulatory plan that provides for the
recovery of its existing regulatory assets. If that plan 1s altered. the new regulatory recovery plan
should specifically identifv the existing regulatory assets. along with any new regulatory assets
created as a result of the transition to deregulation. that are determined to be recoverable. The
plan should also include a rate mechanism that provides. with a high degree of assurance,
sufficient future regulated cash tlows o recover the regulatory assets. Because of the high
standard for recording regulatory assets. the recovery period for regulatory assets should be

relatively short.

IHI. RELEVANT ACCOUNTING STANDARDS

MR. MCKNIGHT, HAVE YOU READ THE TESTIMONY SUBMITTED BY
MS. SHERYL L. HUBBARD, ON BEHALF OF THE COMMISSION STAFF, AND MS.
KAREN G. KISSINGER, ON BEHALF OF TUSCON ELECTRIC POWER COMPANY?

Yes. [ have.

WOULD YOU PLEASE COMMENT ON THAT TESTIMONY?

The direct testimony of Ms. Hubbard and Ms. Kissinger provide a reasonably accurate overview
of the tinancial reporting tollowed by rate-regulated enterprises in the preparation of GAAP
based financial statements. The focus of the testimony is the proper application of FAS 71,
Statement of Financial Accounting Standards No. 101 (FAS 101). Regulated Enterprises -
Accounting for the Discontinuation of Application of FASB Statement 7. Statement of Financial
Accounting Standards No. 121 {FAS 121) Accounting for the Impairment of Long-Lived Assets
and for Long-Lived Assots to be Disposed Of - In addition. the direct testimony also addresses
the relevant financial reportmy cuidance that should be apphied when a previously rate-regulated

entity becomes deregulated tor aff or a portion of its operations.
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WOULD YOU PLEASE SUMMARIZE THE RELEVANT PROVISION OF FAS 71,
FAS 101 AND FAS 1217

FAS 71 provides guidance in preparing general purpose financial statements for most rate-
regulated public utilities. In general, the type of regulation covered by FAS 71 permits rates to
be set at levels intended to recover the estimated costs of providing regulated services or
products. including the cost of capital. The cost of capital consists of interest costs and a

provision for earnings on shareholders’ investments.

FAS 71 recognizes that a principal consideration introduced by rate regulation is the cause-and-
effect relationship of costs and revenues — an-economic dimension that, in some circumstances,
should affect accounting for rate-regulated enterprises. Thus, a rate-regulated utility must
capitalize a cost (as a regulatory asset) or recognize an obligation tas a regulatory hability) if it
is probable that. through the ratemaking process. there will be a corresponding increase or

decrease in future revenues

FAS 101 addresses the accounting for enterprises that cease to meet the criteria for following
the provisions of FAS 71. Once all or parts of a company’s operations no longer are subject o
FAS 71. it should discontinue application of that Statement and report the impacts associated

with discontinuation.

Specitically. the balance sheet effects of any actions of regulators that had been recounized as
assets and habilites pursuant o FAS 71 ancluding regulatory assets and liabilities netted
agamst the carrving amounts of plant. equipment and ventory) should be elimmnated. However.
the carrving amounts of plant. equipment and mventory measured and reported pursuant 1o FAS
71 should not be adjusted unless those assets are impaired (under FAS [121). in which case the
carry g amounts of those assets should be reduced to reflect that impairment. The net effect of
the above adjustments should be included inincome of the period of the change and classified

Jsan entraordinary fem m the meome statement.

]
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FAS 101 specities that. if a separable portion of a rate-regulated enterprise’s operations within a
regulatory jurisdiction ceases to meet the criteria for application of FAS 71, application of FAS

71 to that separable portion should be discontinued.

FAS 121 requires that long-lived assets and certain identifiable mtangibles to be held and used
by an entity be reviewed for impairment whenever events or changes in circumstances indicate
that the carrying amount of an asset may not be recoverable. If the sum of the expected future
cash flows from the use of the asset and its eventual disposition (undiscounted and without
interest charges) is less than the carrving amount of the asset. an impairment loss is recognized
and a new cost basis for that asset is established. The impairment loss is measured based on the

fair value of the asset.

WHAT IS THE FINANCIAL REPORTING GUIDANCE CONCERNING
DEREGULATION ADDRESSED BY MS. HUBBARD AND MS. KISSINGER?

EITF Issue 97-4 (Issue 97-4). Dereguiation of the Pricing of Electriciy = Issues Related to the
Applicatton of FASB Statements Noo "1 Accounung for the EHects of Requlation and No. 101
Regulated Enterprises - Accounung for the Discontinuation of Application of FASB Statement

No. 71

WOULD YOU PLEASE SUMMARIZE ISSUE 97-4,

[ssue 97-4 provides guidance on three specitic issues.

The first issue addresses when an enterprise should stop applyving FAS 71 o the separable
portion of its business whase product or service pricing is being deregulated. However. this
tsstic was Himited to situations in which final legislation is passed or a rate order is issued that
fias the attect ot ransitioning from cost-based 1o market-hased rates. Issue 97-4 addressed

whether FAS 71 <hould be discontinued at the beginning or the end of the transition period.
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The EITF concluded that when deregulatory legislation or a rate order is issued that contains
sufficient detail to reasonably determine how the transition plan will affect the separable portion
of the business. FAS 71 should be discontinued for that separabte portion. Thus. FAS 71 should

be discontinued at the beginning (not the end) of the transition period.

The scope of the EITF’s final consensus tor Issue 97-4 was limited to a specific circumstance in
which deregulatory legislation is passed and a final rate order issued. The EITF did not address
the broader issue of whether the application of FAS 71 should cease prior to tinal passage of

deregulatory legislation or issuance of a final rate order.

Some relevant guidance for this situation 1s set forth in Paragraph 69 of

FAS 71, which states:
The Board concluded that users of financial statements should be aware of the
possibilities of rapid. unanticipated changes in an indusiry, but accounting should not be
based on such possibilities unless their occurrence is considered probable (emphasis

added).

Based on this guidance. once it becomes probable that the deregulation legislative and/or
regulatory changes will occur and the effects are known in sufficient detail. FAS 101 should be

adopted.

On the second issue, under Tssue 97-4, resulatory assets and regubators Tabilities that ortgmated
the separable portion of an enterprise to which FAS 10115 being apphed should be evaluated on
the basis of where (that 1s. the portion ot the busmess in whichy the requlated cash flows to vealize
and settle them will be derived. Regulated cash tTows are rates that are charged customers and
mtended by regulators to be tor the recovery of the specitfied regulatory assets and settlement of
the veautatory habitines They can be, m certam sitwatens, derised from a “levy™ on rate-
regulated zoods or services provided by another separable portion of the enterprise that meets the

criteria for appircation o AN T
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Accordingly, if such regulatory assets and regulatory liabilities have been specitically provided for

via the collection of regulated cash flows. thev are not eliminated until:

. They are recovered by or settled through regulated cash tlows. or
. Theyv are individually impaired or the regulator eliminates the obligation, or
. The separable portion of the business from which the regulated cash flows are derived no

longer meets the criteria for application of FAS 71.

Finally, Issue 97-4 indicates that the “source ot cash flow” approach adopted in the second issue
above should be used for recoveries of all costs and settlements of all obligations for which
regulated cash flows are specitically provided in the deregulatory legislation or rate order. Thus,
the second consensus 1s not limited to regulatory assets and regulatory habilities that are recorded

at the date FAS 101 is applied.

IV. RECOVERY OF STRANDED COSTS AND REGULATORY ASSETS

DOES APS PROPOSE TO INCLUDE REGULATORY ASSETS IN THE CALCULATION
OF ITS STRANDED COSTS?

No. it does not. As discussed in the direct testimony of Jack E. Davis on behalf of APS. the
Commuission. in Decision No. 39601, has already provided regulated cash flows for the recovery
of existing regulatory assets. In that Decision. the Commission ordered that all existing regulatory
assets be amortized and collected in rates by 2004. Consistent with the Commission’s 1996 order.
these regulatory assets should continue to he treated as costs of the Company’s regulated
operations and cash tlows trom rates charged to customers ot the regulated operations will provide

tor their recoven
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IF THE COMMISSION WERE TO INCLUDE OTHER UTILITIES' REGULATORY
ASSETS AS PART OF STRANDED COSTS FOR THEIR DEREGULATED
OPERATIONS, WHAT WOULD BE THE FINANCIAL REPORTING IMPACT?

Such utilities would have to write-off its regulatory assets. it and when FAS 71 is discontinued

and FAS 101 is adopted. unless the Commission provides for future regulated cash flows in a

manner consistent with the guidance set torth under Issue 97-4.

EITF 97-4 requires that the cash flows must come from cost-based regulated revenues, and not
market-based or competitive revenues related to deregulated operations. For example, the cash
flows can be derived from a surcharge on. or included in base rates for. rate-regulated services
provided by the portion of operations that continue to meet the criteria for application of FAS 71.
There must be a high level of assurance that the mechanism selected by the Commission will
provide sufficient future regulated cash flows to recover the specific regulatory asset recorded. [f
there is uncertainty concerning the future regulated cash flows, the regulatory assets must be

written off.

[> MS, KISSINGER’'S TESTIMONY SHE ADDRESSES THE NEED FOR A
REGULATORY RECOVERY PLAN TO SPECIFICALLY INDICATE WHICH ASSETS
ARE BEING ALLOWED FOR RECOVERY AND WHICH ARE NOT. DO YOU AGREE?

Yes. | do. particularly as the regulatory recovery plan relates to regulatory assets.

WHY SHOULD A PLAN SPECIFICALLY ADDRESS REGULATORY ASSETS?
Regulatory assets represent incurred or aflowable costs that. under GAAP as applied by enterprises
in general, would have been reflected 1n a prior period. - Instead. based on regulatory promises that
these costs will be included 10 tuture rates charged to customers, assets were recorded. FAS 71
and FAS 121 require a high level of assurance that a tuture revenue stream will be or has been
spectfically provided by the regulator. in order for a reculatory asset to be recorded. As

Ma Kissmaer points out i her testimony . a stranded cost recovery methodology that “does not
specitically match each cost on the halance sheet to each dollar in the recovery path.” might not

provide the speciiic assurances necessdry o a regulatory asset 1o be recorded.,
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TESTIMONY SUBMITTED IN THIS PROCEEDING HAS PROPOSED A SHARING
MECHANISM BETWEEN RATEPAYERS AND SHAREHOLDERS THAT WOULD
RESULT IN SOMETHING LESS THAN FULL RECOVERY OF STRANDED COSTS.
WHAT WOULD BE THE FINANCIAL REPORTING RAMIFICATIONS OF SUCH A
PROPOSAL?

FAS 71 requires a regulatory asset that 1s no longer probable of future recovery at a balance sheet
date 1o be charged to earnings. Once the fegislative and regulators changes become probable. the
requirement of FAS 71 would no longer be met. Accordingly. any regulatory asset effectively

disallowed under the stranded cost sharing mechanism should be written off when the change in

regulation becomes probable and the related effects are known.

ARE THERE ANY OTHER FINANCIAL REPORTING IMPLICATIONS?
Yes. As Ms. Kissinger indicates m her testimony. when a portion of a rate-regulated enterprise’s
business becomes deregulated. that portion can no tonger account tor its activities in accordance

with FAS 71. and the provisions of FAS 101 must be applied. Under FAS 101, the entity must

review the carrying values of all of its long-lived assets, such as utility plant, to determine whether

they are impaired.

Impairment ol tong-lived assets is based on the provisions of FAS 121, if under the sharing
mechanism, future cash flows associated with generation plant 1s fess than the carryving value of

those assets. an impatrment would be measured and recognized.

MS, KISSINGER, AS WEL' AS OTUHERS. HAVE ADDRESSED THE NEED FOR A
STRANDED COST RCCOVERY PERIOD THAT APPROXIMATES THE SAME
TIMEFRAME AS THE TRANSITION TO DEREGULATION. WOULD YOU PLEASE
COMMENT ON THIS APPROACH?

From a tinancial reporting viewpomt. a limited or accelerated recovery period for stranded costs
provides the high assurances that are needed to support regulatory assets that are currently

cecarded  [Uakso would factitate the creation of new reaulatory assets that potentially might result

rom e rainsttion to Jereguiziion.
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HOW COULD NEW REGULATORY ASSETS BE CREATED AS A RESULT OF
DEREGULATION?

There are various situations related 1o deregulation which result in costs that potentially should be
recorded as regulatory assets. For example. a regulatory asset should be recorded for the loss on
the sale of an-electric generating plant or the loss on the buyv-out ot a purchased power contract
that is recognized atter FAS 101 is applied to the generation portion of the business, if the loss is
specified for recovery in the legislation or a rate order, and a separable portion of the enterprise
that meets the criteria for application of FAS 71 continues to exist. Another situation involves
depreciation methods and estimates for plant assets. For example. assume a situation in which a
nuclear generating unit is currentlv being depreciated and recovered on a straight-line basis over
its 40-year license life. Facts and circumstances existing today with nuclear generation in general
gives merit to continually evaluating whether the 40-vear license pertod represents the actual
economic useful life of the plant. Other factors. such as how the plant will be operated in the
future. going forward capital costs and projected operating and maintenance costs, could cause
significant back-end loading of cost recognition. Past depreciation studies that include the nuclear
generating unit should be updated periodically in order to determine whether existing estimates

and methods continue to be supportable.

A revised study could conclude that a change m depreciation policy for the generating unit from a
straight-line to an accelerared method s appropriate. If it is determined that a change to an
accelerated method of depreciation is preterable for the unit. that method would be required to be
applied retroactively and the refated ettect recorded tor financial reporting purposes. The
regulatory treatment for the etfect ot the change would determune whether a regulatory asset can

be created. or a change to the tncome statement 1$ required.

\ reculatory asset could be established under the “source of cash tlow” approach adopted in EITE
G700 AN mdicated previousiv. fioweser. regulated cash 1Tow s must be specttically provided for

the eftect ot the change and there must he 1 ieh degree of assurance that the refated costs will be
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economically recovered. Recovers during a refatively limited transition period would help to

provide such assurance.

MR. McKNIGHT, CAN A REGULATORY ASSET BE RECORDED IF ITS RECOVERY
IS CONTINGENT ON OR LIMITED TO FUTURE ACTIONS, SUCH AS COST
MITIGATION?

No. a regulatory asset can only be recorded if a regulator provides tuture revenues from inclusion
of the specific cost in allowable cost tor ratemaking purposes. Accordingly. a regulatory asset

should not be recorded based on achieving future cost savings or producing additional future sales

or identifving new sources for revenue.

WOULD YOU PLEASE SUMMARIZE THE MAJOR FINANCIAL REPORTING POINTS
REGARDING A DEREGULATION-RELATED REGULATORY RECOVERY PLAN FOR
THE COMPANY’S REGULATORY ASSETS?

The regulatory plan ultimately adopted by the Commission should not change the recovery
mechanism established in Decision No. 39601 for the Company’s existing regulatory assets. This
is. existing regulatory assets should continue to be treated as costs of the regulated operations. and

rates charged to customers of the regulated operations should continue to provide tor their

recovery.

With respect to the regulatory assets of other utilities the Commission should specifically identify
the existing regulatory assets. along with any new regulatory assets created as a result of the
transition to deregulation. that are determined 1o be recoverable. The Commission should also
include a rate mechanism that provides. with a high degree of assurance. sufficient future
regulated cash flows to recover the reculatory assets. Because of'the high standard for recording

reculatony assets, the recovery period for regutatory assets shoutd be Inmited.

DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes
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